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PRESIDENT  CLINTON'S  PROPOSALS  FOR  PUB- 
Lie  INVESTMENT  AND  DEFICIT  REDUCTION 


TUESDAY,  MARCH  9,  1993 

House  of  Representatives, 
Committee  on  Ways  and  Means, 

Washington,  DC. 
The  committee  met,  pursuant  to  call,  at  10  a.m.,  in  room  1100, 
Longworth  House  Office  Building,  Hon.  Dan  Rostenkowski  (chair- 
man of  the  committee)  presiding. 

[The  press  releases  announcing  the  hearings  follow:] 
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FOR  IMMEDIATE  RELEASE  PRESS  RELEASE  #4 

FRIDAY,  FEBROARY  26,  1993         COMMITTEE  ON  WAYS  AND  MEANS 

U.S.  BOOSE  OF  REPRESENTATIVES 
1102  L0N6W0RTH  BOUSE  OFFICE  BLDG. 
WASBINGTOM,  D.C.   20515 
TELEPBOME:   (202)  225-1721 

TBB  BONORABLE  DAM  ROSTENKOWSXI  (D.,  ILL.),  CBAIRMAM, 

COMMITTEE  ON  WAYS  AND  MEANS,  U.S.  BOUSE  OF  REPRESENTATIVES, 

ANNOUNCES  BEARINGS  ON  PRESIDENT  CLINTON'S  PROPOSALS  FOR  PUBLIC 

INVESTMENT  AND  DEFICIT  REDUCTION 

The  Honorable  Dan  Rosten)cowski  (D.,  111.),  Chairman, 
Committee  on  Ways  and  Means,  U.S.  House  of  Representatives,  today 
announced  that  the  Committee  will  hold  hearings  on  President 
Clinton's  proposals  for  public  investment  and  deficit  reduction. 
The  hearings  will  be  held  on  March  9,  10,  16,  17,  and  23,  1993,  in 
the  main  Committee  hearing  room,  1100  Longworth  House  Office 
Building.   Testimony  will  be  heard  from  invited  witnesses,  Members 
of  Congress  who  request  to  testify,  and  the  public. 

The  following  invited  witnesses  will  appear  on  the  dates  and 
times  noted: 

Tuesday,  March  9,  1993; 

.  10:00  a.m.       The  Honorable  Leon  Panetta,  Director 
Office  of  Management  and  Budget 

2:00  p.m.        The  Honorable  Laura  D'Andrea  Tyson,  Chair 
Council  of  Economic  Advisors 

Wednesday.  March  10,  1993: 

10:00  a.m.       The  Honorable  Lloyd  Bentsen 
Secretary  of  the  Treasury 

.'  2:00  p.m.        The  Honorable  Donna  Shalala 

Secretary  of  Health  and  Human  Services 

Tuesday,  March  16,  1993: 

10:00  a.m.       Robert  Reischauer,  Director 
Congressional  Budget  Office 

2:00  p.m.  Public  witnesses 
Wednesday.  March  17,  1993; 

10:00  a.m.  Public  witnesses 
Tuesday.  March  23.  1993; 

10:00  a.m.       Public  witnesses 

In  announcing  these  hearings.  Chairman  Rostenkows)ci  stated: 
"President  Clinton  has  proposed  a  bold  package  that  combines 
targeted  public  investment  with  serious  deficit  reduction.   It  is 
a  comprehensive  proposal,  affecting  nearly  every  sector  of  our 
economy  and  nost  individual  Americans.   These  hearings  are  a  very 
important  step  in  the  legislative  process  —  an  opportunity  for 
the  President's  advisors  to  explain  the  plan  in  detail  to  the^ 
Committee  and  for  Members  of  Congress  and  the  interested  public  to 
express  their  views." 

SCOPE  OF  TBE  HEARINGS: 

In  his  February  17,  1993,  address  to  Congress,  President 
Clinton  proposed  a  three-part  package  of  legislative  initiatives 
to  the  Congress:   economic  stimulus,  public  investment,  and 
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deficit  reduction.   At  these  hearings,  the  Committee  invites 
testimony  on  the  Administration's  public  investment  and  deficit 
reduction  proposals  which  fall  within  the  jurisdiction  of  the 
Committee  on  Ways  and  Means.   Public  witnesses  are  asked  to  limit 
their  testimony  to  the  revenue  matters  proposed  by  the  President. 
In  the  near  future,  hearings  will  be  scheduled  by  the  appropriate 
Subcommittees  of  the  Committee  on  Ways  and  Means  to  hear  testimony 
on  the  health,  social  security,  and  human  resource  matters 
included  in  the  President's  proposal. 

With  respect  to  investment,  the  President  has  proposed 
creating  enterprise  zones,  expanding  the  earned  income  tax  credit, 
creating  a  permanent  investment  tax  credit  for  small  business  and 
a  temporary  incremental  investment  tax  credit,  reducing  taxes  on 
capital  gains  for  certain  invesments  in  small  business,  and 
extending  a  number  of  the  tax  provisions  that  expired  last  year. 

The  deficit  reduction  package  includes  both  spending 
reductions  and  revenue  increases.   Within  the  Committee's 
jurisdiction,  the  largest  spending  reductions  proposed  are  in  the 
Medicare  program,  which  the  Administration  would  reduce  by 
$49.5  billion  through  fiscal  year  1998.   The  President's  proposals 
include  reductions  in  administrative  funds  for  the  Supplemental 
Security  Income  and  Aid  to  Families  with  Dependent  Children 
programs,  improvements  to  make  more  effective  the  child  support 
enforcement  program,  and  changes  in  the  tax  treatment  of  Social 
Security  benefits.   Finally,  the  President's  deficit  reduction 
strategy  suggests  increases  in  corporate  and  individual  taxes,  the 
creation  of  a  broad-based  energy  tax,  and  a  number  of  smaller 
provisions.   The  package  also  includes  a  number  of  "user  fees," 
some  of  which  may  fall  within  the  jurisdiction  of  the  Committee  on 
Ways  and  Means. 

DETAILS  FOR  SnBHISSION  OT   REQDgSTS  TO  BE  HEARD; 

Members  of  Congress,  individuals  and  organizations  interested 
in  presenting  oral  testimony  before  the  Committee  must  submit 
their  requests  to  be  heard  by  telephone  to  Harriett  Lawler, 
Diane  Kirkland  or  Karen  Ponzurick  [(202)  225-1721]  no  later  than 
Monday,  March  8,  1993,  to  be  followed  by  a  formal  written  request 
to  Janice  Mays,  Chief  Counsel  and  Staff  Director,  Committee  on 
Ways  and  Means,  U.S.  House  of  Representatives,  1102  Longworth 
House  Office  Building,  Washington,  D.C.  20515.   The  Committee 
staff  will  notify  by  telephone  those  scheduled  to  appear  as  soon 
as  possible  after  the  filing  deadline.   Any  questions  concerning  a 
scheduled  appearance  should  be  directed  to  the  Committee  staff 
[(202)  225-1721]. 

It  is  urged  that  persons  and  organizations  having  a  common 
position  make  every  effort  to  designate  one  spokesperson  to 
represent  them  in  order  for  the  Committee  to  hear  as  many  points 
of  view  as  possible.   Time  for  oral  presentations  will  be  strictly 
limited  with  the  understanding  that  a  more  detailed  statement  may 
be  included  in  the  printed  record  of  the  hearings.   In  addition, 
witnesses  may  be  grouped  as  panelists  with  strict  time  limitations 
for  each  panelist. 

In  order  to  assure  the  most  productive  use  of  the  limited 
amount  of  tine  available  to  question  hearing  witnesses,  all 
witnesses  scheduled  to  appear  before  the  Committee  are  requested 
to  submit  300  copies  of  their  prepared  statements  to  the  Committee 
office,  room  1102  Longworth  House  Office  Building,  at  least 
24  hours  in  advance  of  the  scheduled  appearance.   Failure  to 
comply  with  this  requirement  may  result  in  the  witness  being 
denied  the  opportunity  to  testify  in  person. 
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WRITTEN  8TATEMENTB  IN  LIEn  OF  PERSONAL  APPEARAMCE; 

Persons  submitting  written  statements  for  the  printed  record 
of  the  hearings  should  submit  at  least  six  (6)  copies  of  their 
statements  by  the  close  of  business  on  Tuesday,  April  6,  1993,  to 
Janice  Mays,  Chief  Counsel  and  Staff  Director,  Committee  on  Ways 
and  Means,  U.S.  House  of  Representatives,  1102  Longworth  House 
Office  Building,  Washington,  D.C.  20515.   If  those  filing  written 
statements  for  the  record  of  the  printed  hearings  wish  to  have 
their  statements  distributed  to  the  press  and  the  interested 
public,  they  may  provide  200  additional  copies  for  this  purpose  to 
the  Committee  office  before  the  hearings  begin. 

FORMATTING  REQDIREMENT8 ; 

Each  statement  presented  for  printinj  to  the  Committee  by  a  witness,  any  written  statement  or  exhibit  submitted 
for  the  printed  record  or  any  %witten  comments  in  response  to  a  request  for  written  comments  must  conform  to  the 
(uidelines  listed  below.  Any  statement  or  exhibit  not  in  compliance  with  these  guidelines  will  not  be  printed,  but  will  be 
maintained  in  the  Committee  files  for  review  and  use  by  the  Committee. 

1.  All  statements  and  any  accompanying  exhibits  for  printing  must  be  typed  in  single  space  on  legal-size  paper  and 
may  not  exceed  a  total  of  10  pages. 
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THE  HONORABLE  DAN  ROSTENKOWSKI  (D. ,  ILL. ) ,  CHAIRMAN, 

camnTEE  on  ways  and  means,  d.s.  house  of  representatives, 

ANMODNCES  ADDITIONAL  HEARINGS  ON  PRESIDENT  CLINTON'S  PROPOSALS  FOR 
PUBLIC  INVESTMENT  AND  DEFICIT  REDUCTION 


The  Honorable  Dan  Rostenkowski  (D. ,  111.),  Chairman,  Committee 
on  Ways  and  Means,  U.S.  House  of  Representatives,  today  announced 
that  the  Committee  will  hold  two  additional  days  of  hearings  to 
accommodate  public  requests  to  testify  on  President  Clinton's 
proposals  for  public  investment  and  deficit  reduction.   The 
hearings  will  be  held  on  Wednesday,  March  31,  and  Thursday, 
April  1,  1993,  beginning  at  10:00  a.m.,  in  the  main  Committee 
hearing  room,  1100  Longworth  House  Office  Building. 

These  hearings  are  in  addition  to  the  hearings  announced  for 
March  9,  10,  16,  17,  and  23,  1993.   Testimony  will  be  received  only 
from  those  public  witnesses  who  have  already  requested  to  testify 
in  response  to  the  February  26,  1993,  press  release.   (The  hearings 
were  announced  and  the  scope  of  the  hearings  was  described  in  press 
release  #4,  dated  February  26,  1993.) 


Chairman  ROSTENKOWSKI.  The  committee  will  come  to  order. 

This  morning  the  Committee  on  Ways  and  Means  begins  a  series 
of  hearings  on  President  Clinton's  proposals  for  public  investment 
and  deficit  reduction.  We  begin  these  hearings  with  testimony  from 
key  members  of  the  Clinton  administration  who  will  describe  the 
President's  proposal.  Following  the  administration  witnesses,  we 
will  receive  testimony  from  Members  of  Congress  and  the  public 
who  will  comment  on  the  President's  plan. 

As  we  start  these  hearings,  I  want  to  commend  President  Clinton 
for  presenting  us  with  a  bold  and  courageous  legislative  package. 
His  proposal  is  comprehensive  and  balanced.  It  affects  nearly  every 
sector  of  our  economy  and  most  individual  Americans. 

The  President  has  chosen  a  three-pronged  approach  to  the  prob- 
lem that  this  Nation  faces,  an  economic  stimulus  package  to  ensure 
that  our  economic  recovery  continues  and  extends  to  all  of  our  citi- 
zens, a  public  investment  package  to  move  this  country  well  along 
the  road  of  long-term  economic  growth  and  improved  quality  of  life, 
and  the  deficit  reduction  package  which  combines  specific  spending 
cuts  and  tax  increases  to  begin  to  eliminate  the  massive  debt  bur- 
den of  the  Federal  Grovemment. 

This  committee  has  a  tremendous  responsibility  with  respect  to 
the  administration's  proposals.  We  have  jurisdiction  over  at  least 
a  quarter  of  the  spending  cuts  proposed  by  the  President  and  more 
than  half  of  the  entitlement  cuts.  Most  of  these  reductions  are  in 
the  Medicare  program,  which  the  administration  proposes  to  reduce 
by  more  than  $48  billion  in  fiscal  year  1998.  In  addition,  the  Presi- 
dent is  proposing  new  State  fees  for  the  supplemental  security  in- 
come program,  reductions  in  administrative  funds  for  the  aid  to 
families  with  dependent  children  program,  and  increases  in  the 
amount  of  Social  Security  benefits  subject  to  tax. 

On  the  revenue  side,  the  President  has  proposed  a  number  of  tax 
incentives  as  part  of  his  economic  stimulus  and  long-term  invest- 
ment program,  including  a  permanent  investment  tax  credit  for 
small  businesses,  a  temporary  incremental  investment  tax  credit 
for  other  businesses,  enterprise  zones,  capital  gains  for  certain  in- 
vestments in  small  business,  and  an  expansion  of  the  earned  in- 
come tax  credit. 

Revenues  also  are  part  of  the  President's  strategy  to  reduce  the 
deficit.  He  has  proposed  increases  in  corporate  and  certain  high- 
income  individual's  taxes,  the  creation  of  a  broad-based  energy  tax 
as  well  as  a  number  of  smaller  revenue-raising  provisions. 

These  hearings  are  a  very  important  part  of  the  legislative  proc- 
ess for  this  committee.  We  want  to  be  sure  that  we  understand  the 
President's  program  before  we  act  upon  such  significant  changes, 
and  we  want  to  hear  the  views  of  the  American  people.  I  look  for- 
ward to  the  testimony  of  all  our  witnesses. 

Now  I  would  like  to  welcome  to  the  committee  for  the  first  time 
our  former  colleague,  the  Honorable  Leon  Panetta,  in  his  capacity 
as  Director  of  the  Office  of  Management  and  Budget.  Leon,  con- 
gratulations. I  know  that  you  accept  this  responsibility  with  great 
fervor.  We  have  worked  together  in  your  capacity  here  in  the 
House  of  Representatives  as  chairman  of  the  Budget  Committee.  I 
think,  in  most  instances,  the  views  that  you  have  expressed  as 
chairman  of  the  Budget  Committee,  presently  as  Director  of  0MB, 


are  pretty  parallel  to  a  great  many  of  the  membership  here  on  this 
committee. 

I  know  that  your  task  is  awesome,  and  I  hope  that  you  recognize, 
after  testifying  on  the  Hill  now  for  the  last  several  weeks,  that  we 
are  pretty  much  aware  of  what  we  are  going  to  hear.  But  I  want 
you  to  understand  something,  Mr.  Director.  It  all  begins  here,  and 
so  I  hope  that  we  will  have  the  cooperation  of  your  office,  and  cer- 
tainly I  feel  that  I  express  the  feeling  of  all  of  the  members  of  this 
committee  that  we  are  going  to  work  in  concert  with  you  in  trying 
to  get  the  economy  of  this  country  back  on  track. 

Any  further  comments? 

[By  unanimous  consent,  the  opening  statement  of  Mr.  Archer 
was  inserted  at  this  point:] 


Opening  Statement  of  the 

Honorable  Bill  Archer 

Full  Conmilttee  Hearing 

OMB  Director  Panetta 

March  9,  1993 


Mr.  Chairman: 


Let  me  begin  by  welcoming  our  former  colleague  and  Budget 
Chairman  Mr.  Panetta  to  the  Committee  this  morning. 

Your  appearance  is  very  important  and  very  timely.   At  the 
moment  we  don't  have  a  detailed  Presidential  budget,  but  I'm  sure 
you  can  enlighten  us  about  many  of  the  individual  proposals  that 
have  been  mentioned. 

Congress  is  also  moving  very  quickly  to  ratify  your 
economic  package  with  a  budget  resolution  by  the  beginning  of 
April.   Yet  it  isn't  as  if  the  budget  resolution  will  be 
different  from  the  package  the  President  discussed  in  his  speech 
before  Congress.   I  trust  you  will  update  us  on  this. 

It's  obvious,  however,  that  the  budget  resolution  will 
contain  large  reconciliation  requirements.   Then  the  role  of  the 
Ways  and  Means  Committee  will  become  tremendously  important  to 
the  success  of  the  package.   Simply  put,  without  the  tax 
increases,  you  have  no  deficit  reduction. 

It  is  my  opinion  along  with  several  others,  that  the 
backbone  of  your  deficit  reduction  plan  is  a  large  tax  increase. 
The  respected  American  Enterprise  Institute  puts  the  ratio  of  tax 
increases  to  spending  cuts  at  four  to  one.   That's  if  you  assume 
as  I  personally  do  not,  that  the  out-year  spending  cuts  will 
actually  materialize.   Using  Congressional  Budget  Office  numbers, 
the  House  and  Senate  Budget  Committees  calculate  the  sane  result 
as  A.E.I 

Before  we  head  off  pell  mell  in  this  new  direction,  I  think 
the  Committee  should  ask  itself  a  serious  question.   Did  raising 
$165  billion  in  new  taxes  in  the  1990  deficit  reduction  package 
solve  our  deficit  problems?   Of  course  not.   Instead  of  the 
deficit  hitting  $56  billion  in  FY  94  as  was  predicted  in  1990, 
the  CBO  now  projects  it  at  $287  billion.   Who  then  believes  that 
again  raising  taxes  $360  billion,  accompanied  by  at  least  $186 
billion  dollars  in  new  spending,  will  solve  the  deficit? 

Even  your  Administration  has  already  admitted  that  the 
deficit  will  keep  increasing  due  to  health  care  costs.   But  while 
I  agree  with  you  that  health  costs  are  a  problem,  they  are  not 
solely  the  problem.   This  government  spends  too  much  on  programs 
that  are  outdated,  that  do  not  deliver  results  and  that  skim  too 
much  of  the  program  dollars  off  the  top  in  administering  them. 
Until  we  address  these  factors,  the  cost  drivers  In  the  federal 
government  will  remain  in  place. 

A  good  case  in  point  is  your  so-called  economic  stimulus. 
I'm  afraid  it's  just  such  an  example  of  money  expended  unwisely. 
With  economic  growth  its  highest  in  many  years,  worker 
productivity  at  a  20  year  high,  and  unemployment  down,  how  can 
this  be  justified  as  emergency  spending?  According  to  CBO  it 
will  violate  our  legal  spending  limits  in  the  next  two  fiscal 
years. 

Analysis  from  several  economic  forecasters  conclude  that 
the  total  Clinton  package  could  result  in  job  losses  in  1997  and 
1998,  even  if  the  Federal  Reserve  loosens  credit.   Higher  taxes 
on  entrepreneurs  —  the  people  who  create  jobs  —  and  your  tax 
incentives  tilted  toward  investing  in  machinery  and  not  labor 
will  result  in  no  stimulus  this  year  and  lower  growth  thereafter. 
I  think  we  court  real  danger  by  drying  the  American  people's 
patience  with  policies  that  just  don't  deliver.   I  think  we 
should  drop  a  stimulus  plan  that  produces  no  jobs  and  concentrate 
on  cutting  the  deficit  in  ways  that  do  not  discourage  new  job 
creation. 
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Before  I  close,  I  would  like  to  make  one  further  comment. 
The  President  stated  in  his  speech  before  the  nation  that  he 
would  use  the  CBO  numbers,  not  the  assumptions,  but  the  numlaers 
for  accovutting  purposes.   I  hope  you  are  taking  very  seriously 
CBO's  and  Joint  Tax  Committee's  analysis  of  your  plan. 

I  realize  that  in  an  attempt  to  increase  your  spending  cuts 
you  classified  the  tax  on  social  security  benefits  as  an  outlay 
reduction.   But  both  CBO  and  Joint  Tax  classify  this  as  a  tax 
increase,  and  so  will  this  Committee.   He  know  if  we  enact  the 
provision  the  taxpayers  will  treat  it  as  one  when  they  map  the 
financial  strategies. 

And  there  are  other  serious  issues  raised  by  the 
congressional  estimators'  preliminary  analyses.   For  example,  CBO 
says  your  baseline  for  discretionary  spending  has  been  increased 
$41  billion  over  their  own  numbers  that  are  based  on  the  spending 
path  agreed  to  in  1990. 

Perhaps  more  troubling  is  the  shortfall  in  your  total 
deficit  reduction.   Joint  Tax  currently  estimates  your  revenue 
package  will  fall  short  by  nearly  $28  billion.   When  combined 
with  the  shortfall  in  spending,  you  are  more  than  $60  billion  off 
your  deficit  reduction  goal. 

Mr.  Chairman,  the  American  people  expect  a  plan  that  lowers 
the  deficit  and  keeps  the  budget  in  control  through  spending 
restraint.   I  urge  the  President  to  make  this  his  utmost  priority 
in  the  next  few  months. 

I  wish  you  the  best  of  luck  in  your  new  role,  Mr.  Panetta, 
and  look  forward  to  working  with  you  in  the  coming  months. 


Chairman  ROSTENKOWSKI.  Mr.  Panetta,  you  may  begin. 

STATEMENT  OF  HON.  LEON  E.  PANETTA,  DIRECTOR,  OFFICE 
OF  MANAGEMENT  AND  BUDGET 

Mr.  Panetta.  Thank  you  very  much,  Mr.  Chairman  and  mem- 
bers of  the  Ways  and  Means  Committee.  It  is  an  honor  to  again 
have  the  opportunity  to  come  back  to  the  House,  which  is  my  home, 
and  to  have  the  opportunity  to  appear  before  this  distinguished 
committee  and  Members  from  both  sides  of  the  aisle  who  are  rep- 
resented on  this  committee. 

In  particular,  I  want  to  pay  my  tribute  to  the  chairman  since,  as 
chairman  of  the  Budget  Committee,  we  worked  a  great  deal  to- 
gether on  various  budget  summits  of  one  kind  or  another,  budget 
reconciliation  of  one  kind  or  another.  But  in  all  of  my  experience 
this  is  the  committee  that  has  had  the  toughest  responsibility  every 
time  we  have  had  to  deal  with  reconciliation  because  it  clearly  has 
had  to  deal  not  only  with  what  are  very  sensitive  reductions  in  pro- 
grams that  are  of  concern  to  the  American  people  but  also  with  re- 
gard to  the  tax  side  of  the  ledger  as  well. 

So  you  carry  the  toughest  ball  in  this  committee,  and  the  chair- 
man and  the  members  of  this  committee  have  always  done  an  out- 
standing job  of  meeting  the  goals  that  have  been  established  in 
every  reconciliation  measure  and  in  every  budget  summit.  That  has 
not  always  been  easy  to  do,  but  I  am  one  who  particularly  respects 
the  work  that  has  been  done  in  this  committee,  and  I  look  forward 
to  working  with  the  chairman  and  the  members  of  this  committee 
as  we  try  to  meet  the  challenge  that  the  President  has  presented 
to  the  Congress  and  to  the  country  in  this  economic  plan. 

Mr.  Chairman,  I  would  like  to  keep  my  comments  as  brief  as  pos- 
sible to  allow  maximum  opportunity  for  questions.  I  think  Members 
are  familiar  with  a  lot  of  the  elements  that  are  included  in  the  eco- 
nomic plan  as  presented  in  the  February  17  document,  "A  Vision 
of  Change  for  America,"  and  so  I  am  not  going  to  spend  a  great 
deal  of  time  other  than  to  summarize  at  least  the  general  points 
I  would  like  to  make  with  you  and  then  be  happy  to  respond  to 
your  questions. 

Chairman  ROSTENKOWSKI.  Without  objection,  then,  Mr.  Director, 
we  will  include  your  entire  statement,  and  you  may  summarize. 

Mr.  Panetta.  I  appreciate  that.  Thank  you. 

Mr.  Chairman,  as  I  have  indicated,  the  process  we  went  through 
in  developing  this  budget  was  unprecedented.  I  have  been  through 
a  number  of — and  I  think  probably  in  the  time  that  I  have  been 
in  the  Congress  over  the  last  16  years  have  been  a  part,  as  the 
Chairman  has,  of  every  major  budget  summit,  of  every  major  budg- 
et debate,  and  of  every  major  budget  reconciliation  effort,  and  I 
know  the  process  that  is  involved. 

Normally,  in  the  administration,  to  develop  a  budget,  it  takes 
about  6  months  to  work  with  all  of  the  various  agencies  and  de- 
partments to  get  their  views,  to  go  through  what  is  called  the  pass- 
back  operation  of  presenting  numbers  back  to  the  departments, 
getting  their  reactions  back  to  the  Office  of  Management  and  Budg- 
et, and  so  it  is  a  very  long  process. 

As  a  matter  of  fact,  when  we  did  the  budget  agreement  in  1990, 
as  many  of  you  know,  we  spent  almost  5  months  in  that  discussion 
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trying  to  develop  the  budget  agreement  that  was  eventually  passed 
by  the  House  and  the  Senate,  signed  by  the  President.  So  it  nor- 
mally takes  a  very  long  time.  But  what  we  did  in  this  instance,  be- 
cause the  President  wanted  to  move  quickly  and  present  his  budget 
to  the  country  and  to  the  Congress,  we  basically  worked  within  a 
3-  to  4-week  timeframe. 

We  began  with  preliminary  discussions  back  in  Little  Rock,  pre- 
senting some  general  approaches  to  the  overall  economic  problems 
and  the  budget  responses  to  those  problems,  but  we  really  began 
to  work  in  depth  over  the  last  3  to  4  weeks  and  went  through  a 
process  with  the  President  because  this  is  exactly  what  he  wanted 
to  do,  he  wanted  to  familiarize  himself  with  each  of  the  issues  that 
he  had  to  make  decisions  on  as  part  of  the  budget,  familiarize  him- 
self with  each  major  area  of  the  budget. 

And  so,  as  a  consequence,  we  went  through  exactly  the  same 
process  we  went  through  in  budget  summits  which  is  to  walk 
through  each  major  area  of  the  budget  and  present  every  option. 
There  was  no  choice  that  was  left  off  the  table.  We  presented  all 
of  the  choices  to  the  President  in  each  area  so  he  could  evaluate 
these  decisions  and  make  the  choices  in  line  with  what  he  thought 
was  in  the  best  interests  of  this  Nation.  That  is  exactly  what  he 
did. 

It  was  an  unusual  process — an  unprecedented  process.  I  think 
the  country  ought  to  draw  great  satisfaction  from  the  fact  that  the 
President  was  willing  to  walk  through  that  process,  make  these  de- 
cisions, make  these  choices  and  become  familiar  with  the  kind  of 
tough  decisions  that  have  to  be  made  if  you  are  serious  about  deal- 
ing with  the  economic  problems  facing  this  country. 

I  think  the  United  States  of  America  and  the  people  of  this  coun- 
try ought  to  draw  some  satisfaction  from  the  fact  that  the  Presi- 
dent went  through  that  process,  so  that  what  you  see  before  you 
is  really  the  President's  mark  in  terms  of  an  economic  plan.  These 
are  the  principles  he  believes  in.  These  are  the  principles  that  he 
thinks  are  important  for  the  country. 

In  sum,  I  think  the  plan  tries  to  provide  a  very  important  bal- 
ance here.  As  chairman  of  the  Budget  Committee,  I  always  said 
that  there  iare  several  key  elements  that  every  budget  ought  to 
have  and  over  the  last  12  years  we  always  found  some  problems 
with  the  balance. 

Administrations  presented  their  versions  of  budgets  and  we  re- 
sponded, but  there  are  always  some  basic  principles  you  ought  to 
look  for  in  every  budget.  It  ought  to  be  comprehensive.  It  ought  to 
be  fair.  It  has  to  be  balanced.  It  certainly  should  be  honest.  And, 
lastly,  it  needs  to  be  tough  but  doable.  You  have  got  to  be  able  to 
pass  it  through  both  the  House  and  the  Senate. 

Those  are  really  the  fundamental  principles  that  we  need  to  im- 
plement, the  President  tried  to  implement  in  the  economic  plan  be- 
fore you.  It  is  comprehensive.  It  tries  to  deal  with  the  problems 
that  we  see  in  the  economy.  And  the  problems  are  not  just  in  the 
long  term  but  in  the  short  term  as  well. 

I  will  just  briefly  discuss  each  of  those  areas  quickly,  but  it  was 
basically  looking  at  the  short-term  problems  in  the  economy,  look- 
ing at  the  investment  deficit  that  all  of  us  are  familiar  with,  and 
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looking  certainly  at  the  budget  deficit  and  the  need  to  address  all 
of  those. 

It  is  fair.  It  is  fair  because  what  we  tried  to  do  is  to  make  certain 
that  we  deal  with  both  the  public  and  the  private  sector  in  this 
kind  of  economic  plan.  It  isn't  just  a  question  of  looking  at  the  pri- 
vate sector.  It  is  also  a  question  of  looking  at  the  public  sector  and 
the  investments  that  need  to  be  made  on  both  sides. 

The  American  people  in  the  November  election  made  very  clear 
that  this  is  not  an  economy  that  can  just  be  dealt  with  on  one  side. 
We  have  a  fundamental  responsibility,  at  both  the  public  and  the 
private  level  to  confront  the  problems  that  face  this  Nation. 

Secondly,  it  was  important,  in  order  to  make  it  fair,  that  every- 
one make  a  contribution.  Everyone  needs  to  be  part  of  this  process. 
There  should  not  be  any  exceptions,  and  there  aren't  in  this  budg- 
et. Everybody  has  to  make  part  of  the  contribution  here,  and  that 
is  the  way  it  should  be. 

Thirdly,  it  is  bsdanced,  balanced  in  terms  of  dealing  with  invest- 
ment as  well  as  deficit  reduction.  You  can't  deal  with  as  sensitive 
a  problem  as  we  have  in  our  economy  and  not  look  at  both  the  need 
for  investments  and  targeting  those  investments  as  well  as  deficit 
reduction,  I  am  not  talking  about  the  need  for  additional  spending 
so  much  as  I  am  talking  about  the  need  for  smart  spending, 
targeting  that  spending  in  areas  that  in  fact  are  good  investments 
for  us. 

When  you  provide,  for  example,  a  dollar  in  the  WIC  program,  you 
know  you  save  more  dollars  in  terms  of  health  care  costs.  When 
you  can  immunize  kids,  you  know  you  are  going  to  save  money  in 
terms  of  long-term  health  care  costs  for  those  kids  in  the  future. 
That  is  a  reality.  That  is  good  investment.  It  is  good  investment 
by  anybod/s  terms. 

So  it  is  a  balanced  package,  in  looking  at  both  investment  as  well 
as  the  need  to  reduce  the  deficit. 

Secondly,  in  terms  of  both  spending  as  well  as  revenue,  an5rtime 
you  put  together  a  budget,  it  obviously  has  to  be  balanced  on  both 
fronts,  but  it  also  has  to  include  both  spending  reductions  and  reve- 
nues if  you  are  serious  about  taking  on  the  kind  of  challenge  we 
face  on  deficit  reduction. 

In  addition  to  that,  it  is  honest.  One  of  the  things  the  President 
made  clear,  and  I  made  clear  to  the  President  before  I  took  this  job, 
is  we  are  going  to  present  a  budget  to  the  country  that  doesn't  have 
black  boxes,  that  doesn't  include  timing  shifts  from  one  fiscal  year 
to  another,  September  30  to  October  1,  the  way  we  have  seen  in 
the  past.  That  doesn't  include  accrual  accounting  gimmicks  where 
you  reach  into  the  future  and  pull  back  savings  that  you  assume 
will  occur  in  the  future  and  pull  them  back  and  spend  them  now. 
And  that  doesn't  include  rosy  scenarios  about  where  the  economy 
is  going. 

Let  me  just  tell  you,  on  CBO  estimates  of  this  budget  over  the 
last  14  years,  when  you  look  at  CBO  estimates,  one  budget,  the 
Bush  budget  in  1993,  it  was  almost  $111  billion  off  of  where  they 
said  the  deficit  was  going  to  be,  $111  billion  ofi"  largely  because  of 
rosy  scenarios  about  where  the  economy  was  going.  We  didn't  want 
to  do  that,  and  so  what  we  have  here  is  a  very  conservative  esti- 
mate about  where  the  economy  is  going. 
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It  is  basically  the  CBO  projections,  using  some  of  the  revenue  es- 
timates that  we  have  at  Treasury  because  that  is  the  need — in  de- 
veloping our  numbers,  we  have  to  use  Treasury's  estimates.  But, 
ultimately,  this  is  a  very  conservative  estimate  about  where  the 
economy  is  going,  and  that  is  the  way  it  should  be.  So  that  if  we 
make  progress,  if  we  reduce  the  deficit,  if  we  make  the  kind  of  in- 
vestments we  have  to  make,  that,  ultimately,  the  economy  is  going 
to  get  better  as  a  result  of  that,  and  that  is  what  the  American 
public  needs  to  feel  as  we  move  forward. 

Lastly,  it  is  tough,  there  are  some  tough  decisions  included  in 
this  budget,  tough  on  defense  spending,  tough  on  the  issue  of  an 
energy  tax,  a  broad-based  energy  tax.  That  is  a  tough  decision,  and 
yet  it  is  something  everybody  has  discussed  in  terms  of  a  broad 
consumption  tax.  Tough  in  terms  of  what  we  have  done  on  Social 
Security,  tough  in  terms  of  what  we  have  done  on  Medicare  savings 
and  health  care  savings,  and  tough  in  terms  of  what  we  have  done 
to  Government. 

The  Government  reduction  in  this  proposal  is  almost  $40  billion, 
between  $35  and  $40  billion  in  cuts  on  administrative  costs, 
streamlining,  reductions  in  force,  a  pay  freeze.  Because  the  Presi- 
dent felt  that  it  was  very  important,  when  it  comes  to  dealing  with 
the  kind  of  choices  we  have  to  make,  to  say  that  the  Government 
is  going  to  step  forward  to  that  challenge.  And  we  have  a  lot  to  do 
in  terms  of  our  ability  to  try  to  make  Government  respond  better 
to  our  challenges  but  also  to  show  that  we  are  willing  to  make 
some  sacrifices  to  improve  our  efficiency  as  well. 

So  the  plan,  as  I  said,  is  comprehensive.  It  is  fair.  It  is  balanced. 
It  is  honest.  And  I  think  it  is  tough.  But,  also  as  important,  it  is 
doable.  It  doesn't  do  anybody  a  hell  of  a  lot  of  good  if  we  make  all 
the  tough  choices  in  the  world  and  we  can't  pass  it. 

I  have  been  a  part  of  some  of  those  efforts.  I  think  I  was  part 
of  a  number  of  votes  where  it  was  somewhere  between  40  to  50 
votes  on  various  measures,  and  that  is  a  nice  statement  to  make, 
but  it  doesn't  do  us  a  lot  of  good  in  terms  of  putting  an  economic 
plan  in  place.  And  so  whatever  is  ultimately  done,  it  has  to  be  do- 
able. You  have  got  to  make  sure  that  you  hold  the  coalition  of  votes 
together  in  both  the  House  and  the  Senate  side  to  make  it  happen. 
And  we  think  the  plan  we  have  presented  is  doable  and  that  we 
can  hold  that  kind  of  coalition  together. 

I  recognize  the  various  criticisms  and  the  kind  of  comments  that 
we  are  going  to  get.  That  is  part  of  the  process.  I  accept  it. 

But  you  know  what  the  test  of  this  plan  is?  It  is  what  is  happen- 
ing out  there  beyond  Washington.  The  American  people  are  saying 
we  want  something  done.  This  economic  plan  offers  us  some  hope. 
We  have  got  to  put  it  in  place.  No,  we  don't  like  every  piece  of  it. 
No,  we  don't  particularly  like  this  tax,  and  we  don't  particularly 
like  this  cut,  but,  overall,  this  is  the  right  thing  to  do. 

And  that  tells  you  a  lot.  The  American  people,  frankly,  are  way 
ahead  of  us  on  this  one,  and  they  are  basically  saying  it  is  time 
to  put  a  plan  into  place  and  to  get  away  from  the  gridlock,  get 
away  from  the  partisanship,  get  away  from  the  sniping.  Let's  get 
it  done. 

The  second  test  of  credibility  is  what  is  happening  with  regard 
to  the  bond  markets.  The  fact  that  when  the  bond  markets  look  at 
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the  credibility  of  this  proposal,  particularly  with  regard  to  deficit 
reduction,  what  we  have  seen  over  the  last  few  weeks  is  a  reduc- 
tion in  basis  points  in  terms  of  interest  rates  in  this  country  that 
approaches  almost  85  to  90  basis  points.  It  is  almost  a  full  percent- 
age point  reduction  in  terms  of  long-term  interest,  and  that  in  and 
of  itself  has  produced  almost  somewhere  between  $80  to  $90  billion 
that  has  flowed  back  into  the  American  economy,  refinancing, 
mortgage  reductions,  the  kind  of  things  that  really  do  stimulate  the 
private  sector. 

That,  I  think,  is  also  a  fundamental  test  of  the  credibility  of  this 
package.  Yes,  there  are  other  factors  involved.  But  make  no  mis- 
take about  it.  When  they  looked  at  this  package  and  said  this 
President  is  serious  about  deficit  reduction,  it  made  a  tremendous 
difference  in  the  bond  markets. 

So  those  are  the  points  I  wanted  to  make  with  you,  Mr.  Chair- 
man and  members  of  the  committee.  Let  me  say  this,  this  is  the 
beginning  of  the  process.  It  is  not  the  end.  We  know  there  is  a  lot 
of  work  that  needs  to  be  done.  We  know  that  there  are  improve- 
ments that  can  be  made. 

I  commend,  as  the  President  has,  the  work  of  the  Budget  Com- 
mittees on  both  the  House  and  the  Senate  side.  They  are  working 
toward  trying  to,  in  fact,  meet  the  CBO  numbers  right  on  the  but- 
ton. They  are  doing  a  little  more.  Obviously,  that  has  to  work  its 
way  through  the  process  on  both  the  House  and  the  Senate  side, 
but  we  commend  them  for  the  work  they  are  doing.  We  are  pre- 
pared to  work  with  you  in  trying  to  make  sure  that  this  happens. 

We  are  at  an  historic  moment,  and  the  historic  moment  is  the 
American  people  are  saying  to  us,  get  it  done,  get  this  economic 
plan  in  place,  and  that  is  a  challenge  that  we  have  to  face  on  both 
sides  of  the  aisle.  We  cannot  afford  to  let  this  historic  moment  pass 
and  not  take  action,  so  I  want  to  urge  you,  Mr.  Chairman  and 
members  of  this  committee,  please  work  with  us  in  this  effort,  and 
we  will  cooperate  with  you  as  we  try  to  meet  the  challenge  the 
President  presented  to  the  country. 

Thank  you. 

Chairman  RoSTENKOWSKi.  Thank  you,  Leon. 

[The  prepared  statement  follows:] 
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TESTIMONY  OF  LEON  E.  PANETTA 

DIRECTOR,  OFFICE  OF  MANAGEMENT  AND  BUDGET 

COMMITTEE  ON  WAYS  AND  MEANS 

U.S.  HOUSE  OF  REPRESENTATIVES 

MARCH  9,  1993 


Mr.  Chairman,  members  of  the  Committee,  thank  you  for  inviting  me  to  be  here  today. 
It's  always  good  to  visit  the  Ways  and  Means  Committee.  I  have  worked  well  with  you  for 
many  years,  Mr.  Chairman,  and  I  am  confident  that  we  will  be  able  to  cooperate  in  helping 
President  Clinton  change  this  country  for  the  better. 

As  you  know,  the  program  we  have  sent  to  the  Congress,  outlined  in  A  Vision  of 
Change  for  America,  is  not  a  complete  budget  We  are  aiming  to  publish  a  full  budget  on 
April  5,  with  the  account  by  account  information  on  discretionary  spending  going  to  the 
Appropriations  Committees  on  March  25.   The  Clinton  Administration  is  the  first  new 
Administration  ever  to  be  required  by  law  to  submit  a  complete  budget.   I  am  sure  you  can 
understand  the  difficulty  of  accomplishing  that  within  only  a  few  weeks.   Nevertheless^, 
because  of  the  extraordinary  process  that  the  President  and  members  of  his  economic  team 
went  through  over  a  four-week  period,  we  have  provided  a  substantial  amount  of  specific 
information  in  this  document,  enough  for  the  Congress  to  begin  its  work  on  a  budget 
resolution  for  fiscal  year  1994. 

We  hope  that  the  Congress  will  move  a  budget  resolution  and  follow  up  with  a 
reconciliation  bill  that  implements  the  key  elements  of  the  President's  long-term  proposals. 
In  addition,  we  are  hoping  that  the  Appropriations  Committees  will  move  swiftly  on  the 
economic  stimulus  that  is  a  part  of  the  economic  program. 

Mr.  Chairman,  we  entitled  this  document  A  Vision  of  Change  for  America.  That  title 
reflects  my  beliefs  about  what  the  American  people  want  from  us  here  in  Washington. 
Americans  did  not  vote  last  November  for  the  status  quo.  They  voted  for  change.  They 
were  concerned  about  the  current  state  of  the  economy,  and  they  were  concerned  about  our 
country's  future,  about  the  legacy  we  will  provide  for  our  children.  Those  concerns  are  alive 
and  well,  and  with  good  reason. 

THE  LEGACY  WE  INHERIT 

First,  the  recovery  from  the  recession  has  been  relatively  weak.  While  we  have  seen 
some  positive  signs,  the  reality  is  that  the  recovery,  with  the  exception  of  last  month's  report, 
has  been  accompanied  by  little  growth  in  jobs.  The  unemployment  rate  is  still  higher  than  it 
was  at  what  economists  refer  to  as  the  trough  of  the  recession.  Twice  before  we  have  seen 
the  recovery  process  begin,  only  to  sputter  when  early  signs  of  growth  were  not  followed  by 
solid  gains  in  employment  This  time,  we  must  be  absolutely  sure  that  the  recovery  is  strong 
and  durable  enough  to  put  Americans  back  to  work. 

But  America's  problems  are  deeper  than  a  temporary  lull  in  economic  activity.  The 
American  people  worry  about  the  future,  because  they  know  that  our  economy  and  our 
society  are  unprepared  for  the  challenges  that  face  us  and  our  children  in  the  21st  century. 
They  worry  what  kind  of  economic  opportunity  our  children  will  have.  They  wonder  whether 
the  next  generation  will  be  the  first  to  have  lower  standards  of  living  than  the  one  that 
preceded  it 

The  fact  is,  to  raise  standards  of  living,  we  must  aim  for  better  jobs  at  higher  wages. 
We  must  add  to  our  economy's  capacity  to  create  a  better  life  for  all.  To  do  that,  we  must 
improve  the  productive  capacity  of  our  workers.   And  to  do  that,  we  need  to  close  the 
investment  deficit  in  our  economy,  the  lack  of  adequate  public  and  private  investment  in  our 
people,  our  infrastructure,  our  plant  and  equipment,  in  research  and  development,  and  in  new 
technologies  that  can  add  to  productivity. 
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The  reality  is  that  the  United  States  devotes  a  smaller  fraction  of  gross  domestic 
product  to  business  investments  than  do  the  other  major  nations  with  whom  we  compete  in 
the  international  marketplace.   Likewise,  American  governments  at  all  levels  have  been 
spending  a  decreasing  share  of  our  total  resources  on  civilian  public  investment  -  both 
physical  investment  and  the  research  and  development  that  underpins  future  growth.   We  have 
underinvested  in  education  and  training  as  well. 

More  investment  is  vital  to  raising  the  growrth  rate  of  productivity  and  boosting  living 
standards.  We  must  invest  more  in  business  capital,  in  public  infrasUucture,  and  in  the  skills 
of  our  people.  Our  future  has  been  shortchanged  for  too  long.  We  owe  it  to  our  children  to 
change  course  now. 

Finally,  there  is  the  budget  deficit   The  budget  deficit  is  a  major  culprit  in  the 
investment  deficit,  because  Federal  borrowing  drains  the  private  resources  needed  to  invest  in 
our  economy.   Likewise,  growing  annual  interest  payments  on  the  debt  crowd  out  other 
priorities.   You  all  know  the  numbers.   If  we  do  nothing  to  reduce  deficits,  they  will  climb 
well  over  $600  billion  over  the  next  ten  years,  robbing  the  resources  we  need  to  make  a  better 
life  for  our  children. 

President  Clinton's  economic  program  seeks  to  respond  to  each  of  these  problems. 

STIMULUS 

First,  the  President  is  proposing  a  $30  billion  stimulus  package  to  strengthen  and 
prolong  the  economic  recovery.   The  focus  of  the  stimulus  package  is  on  creating  jobs  by 
placing  a  down  payment  in  the  current  fiscal  year  on  the  long-term  investments  that  will 
create  greater  economic  growth  in  the  future. 

We  are  asking  that  Congress  pass  the  stimulus  on  an  expedited  schedule.  We  believe 
this  plan  will  produce  over  500,000  full  and  part-year  jobs  through  investments  in  highways, 
summer  youth  employment,  community  development,  natural  resource  protection,  summer 
Head  Start,  the  WIC  program,  youth  employment,  veterans  facility  upgrading  and  energy 
conservation. 

Some  of  the  major  components  of  the  stimulus  proposal  are:  $3.0  billion  in  highway 
investments;  $2.5  billion  in  Community  Development  Block  Grants;  $845  million  in 
wastewater  clean-up  initiatives;  $1.0  billion  in  summer  youth  employment  and  training;  and  a 
temporary  incremental  investment  tax  credit 

The  spending  portion  of  the  stimulus  package  will  be  within  the  overall  discretionary 
spending  totals  for  fiscal  year  1993  agreed  to  in  the  1990  Budget  Agreement  It  is  a  fiscally 
responsible  measure  that  can  help  ensure  a  strong  recovery. 

With  regard  to  the  tax  provisions,  we  hope  these  will  be  enacted,  with  appropriate 
effective  dates,  as  part  of  the  reconciliation  legislation. 

LONG-TERM  INVESTMENTS 

The  second  component  of  the  President's  program  is  a  four-year  plan  of  carefully 
targeted  public  investments  in  economic  growth  and  jobs.   The  plan  provides  $160  billion 
over  four  years  of  investments  that  focus  on  rebuilding  America  through  investments  in 
infrastructure,  energy  and  the  environment  and  housing;  improving  education  and 
encouraging  job  training  to  enhance  the  current  and  future  productivity  of  our  people; 
rewarding  work  by  taking  working  families  out  of  poverty;  improving  health  care  and 
research;  and  providing  incentives  to  the  nation's  businesses  to  invest  in  technology  and 
improved  productivity  of  people,  plants  and  equipment 

Following  are  highlights  of  the  additional  investments  proposed  through  fiscal  year 
1997: 
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REBUILD  AMERICA  -  The  Administration  plan  includes  $18.6  billion  by  fiscal  year 
97,  $48  billion  over  four  years,  for  initiatives  to  restore  the  nation's  infrastructure, 
environment,  housing  stock,  and  technology  base. 

•  Transportation  -  The  Administration  proposes  $3.0  billion  in  fiscal  year  1997,  $8.4 
billion  over  four  years,  for  initiatives  that  include  full  funding  of  the  Intermodal 
Surface  Transportation  Efficiency  Act  and  investments  in  mass  transit,  high  speed  rail, 
and  airport  improvements. 

•  Technology  -  The  Administration  proposes  $6.1  billion  in  fiscal  year  1997,  $17.0 
billion  over  four  years  for  a  number  of  investments  including  the  National  Science 
Foundation,  science,  engineering  and  technology  grants,  high  performance  computing, 
and  extension  of  the  research  and  development  tax  credit. 

•  Environment  -  The  Administration  proposes  $3.5  billion  in  fiscal  year  1997,  $8.0 
billion  over  four  years,  including  $4.5  billion  for  clean  water  and  increases  for 
environmental  technology,  weatherization  grants,  forestry  research,  and  natural 
resource  protection. 

•  Energy  -  The  proposal  provides  over  $1.3  billion  in  fiscal  year  1997,  $3.0  billion 
over  four  years,  for  such  items  as  energy  conservation  and  renewable  energy 
programs,  fusion  research  and  more  energy  efficient  Federal  buildings. 

•  Housing  and  Community  Development  -  The  Administration  proposes  $3.1  billion  in 
fiscal  year  1997,  $9.6  billion  over  four  years  in  Community  Development  Block 
Grants,  enterprise  zones,  assisted  housing,  and  extension  of  the  low-income  housing 
tax  credit 

•  Rural  Development  -  Investments  include  $620  million  in  fiscal  year  1997,  $1.5 
billion  over  four  years,  in  priorities  such  as  rural  water  and  waste  loans  and  grants  and 
community  and  business  development  for  rural  areas. 

LIFELONG  LEARNING  -  The  Administration  $15.7  billion  in  fiscal  year  1997, 
$37.8  billion  over  four  years  for  programs  to  educate  and  train  our  people  from  early 
childhood  through  adulthood.   Included  are  defense  conversion  measures.  The  following 
increases  are  for  fiscal  year  1997: 

•  National  Service  -  $3.0  billion 

•  WIC:  full  funding  by  fiscal  year  1996  -  $984  million 

•  Head  Start:  full  funding  by  fiscal  year  1999  -  $3.7  billion 

•  Education  reform  and  initiatives  -  $3.2  billion 

•  Worker  training  -  $4.1  billion 

•  Youth  Apprenticeship  -  $500  million 

•  Parenting  and  Family  Support  -  $495  million 

REWARDING  WORK  -  The  Administration  proposes  $7.5  billion  in  fiscal  year 
1997,  $25  billion  over  four  years,  to  remove  disincentives  for  work,  protect  those  who  are 
temporarily  unemployed  and  secure  safer  communities.  These  include  an  expanded  Earned 
Income  Tax  Credit,  the  extension  of  emergency  unemployment  compensation  benefits,  and  a 
crime  initiative. 

HEALTH  CARE  -  The  plan  provides  $9.4  billion  in  fiscal  year  1997,  $26  billion 
over  four  years,  for  improving  public  health  programs  to  help  families  and  make  our  workers 
more  productive,  including  the  following  fiscal  year  1997  investments: 

•  AIDS,  women's  health,  and  other  public  health  initiatives  -  $3.4  billion 

•  AIDS  -  Ryan  White  Act  full  funding  -  $394  million 

•  Drug  and  substance  abuse  prevention  and  treatment  -  $800  million 

•  NuUition  assistance  and  USDA  food  safety  initiative  -  $102  million 
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•  Improving  Social  Security  disability  insurance  processing  -  $200  million 

•  VA  Medical  Cane  -  $1  billion 

PRIVATE  SECTOR  INCENTIVES.  The  plan  provides  $3.0  billion  in  fiscal  year 
1997,  $24  billion  over  four  years,  for  carefully  targeted  incentives  and  initiatives  to  encourage 
investments  that  provide  technological  gains  and  improved  productivity  of  plants,  equipment, 
and  people,  including: 

•  a  targeted  capital  gains  provision 

•  alternative  minimum  tax  relief  for  corporations 

•  a  permanent  small  business  investment  tax  credit 

•  real  estate  investment  incentives 

DEFICIT  REDUCTION 

Finally,  the  President  is  proposing  the  largest  deficit  reduction  package  in  history.   The 
gross  deficit  reduction  measures  in  this  package  -  the  total  spending  cuts  and  tax  increases 
before  investments  are  subtracted  ~  are  almost  $500  billion  over  four  years  and  over  $700 
billion  over  five  years.   The  plan  achieves  $140  billion  of  net  deficit  reduction  in  fiscal  year 
1997  and  reduces  the  deficit  as  a  percent  of  GDP  from  5.4%  of  GDP  in  fiscal  year  1993  to 
2.7%  of  GDP  in  fiscal  year  1997. 

Over  four  years,  two-thirds  of  the  gross  deficit  reduction  in  the  plan  goes  to  deficit 
reduction,  one-third  to  incentives. 

This  plan  is  fair,  it  is  balanced,  it  is  credible,  and  it  is  real.   There  are  no  accounting 
gimmicks.  There  are  no  rosy  scenarios.  Indeed,  we  have  used  the  very  conservative 
economic  estimates  of  the  Congressional  Budget  Office.   We  have  included  the  full  amount  of 
the  projected  remaining  costs  of  the  savings  and  loan  clean-up.   There  aren't  any  caps  that 
pretend  to  cut  spending  but  actually  leave  decisions  for  another  day.   All  we  did  was  cut 
spending  in  at  least  150  ways,  and  raise  revenues.   It's  aU  there  in  black  and  white,  nothing 
phony,  no  smoke  and  mirrors. 

And  we  will  propose  to  enforce  the  deficit  reduction  by  an  extension  of  the  Budget 
Enforcement  Act,  with  continued  caps  on  discretionary  spending,  "pay-as-you-go" 
requirements,  and  sequesters. 

The  plan  would  reduce  Federal  spending  by  $247  billion  over  four  years,  including 
defense  savings  of  $76  billion,  non-defense  discretionary  spending  cuts  of  $54  billion,  and 
entitlement  reductions  of  $91  billion,  along  with  savings  in  interest  on  the  debt.   In  addition, 
revenues  are  increased  by  $246  billion  over  four  years. 

In  the  fourth  year  of  the  plan,  spending  savings  far  exceed  revenue  increases,  and  that 
trend  would  continue  into  the  out-years. 

The  spending  savings  in  the  President's  plan  are  in  six  general  categories:  programs 
that  don't  work  or  are  no  longer  needed;  eliminating  subsidies  and  wasteful  programs  and 
charging  fees  for  government  services;  managing  government  for  cost-effectiveness  and 
results;  controlling  health  care  costs;  adjusting  defense  spending  to  new  post-cold  war 
realities;  and  asking  for  shared  contribution  from  all  Americans. 

Please  note  that  the  President  has  gone  first  to  government  to  reduce  costs  in  an  effort 
to  reduce  the  deficit  He  has  ordered  cutbacks  in  the  White  House  staff  and  throughout  the 
government.   He  feels  strongly  that  if  he  is  going  to  ask  the  American  people  to  change, 
government  must  lead  the  way. 

In  addition,  the  plan  provides  for  additional  revenues,  primarily  by  ensuring  that  the 
wealthy  and  corporations  pay  their  fair  share.   The  plan  also  includes  a  BTU-based  energy 
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tax,  which  will  not  only  raise  revenues  to  reduce  the  deficit  but  also  have  a  positive  impact 
on  the  environment,  while  encouraging  energy  conservation  and  independence. 

Clearly,  after  requiring  government  to  do  its  share  and  asking  the  wealthy  to  do  their 
share,  the  President  is  asking  most  of  the  American  people  to  make  a  contribution  as  well. 
We  are  counting  on  all  Americans  to  support  us  in  our  efforts  to  make  a  better  life  for  our 
children. 

Few  of  these  choices  were  easy.  But  this  President  is  determined  to  talk  straight  to 
the  American  people  about  our  problems. 

I  want  to  ask  you  -  when  was  the  last  time  a  President  talked  straight  to  the  American 
people  about  the  budget?  When  was  the  last  time  a  President  was  willing  to  take  on  the 
tough  decisions  in  every  area  of  the  budget,  not  just  one  or  two. 

I  have  sat  in  budget  summit  after  budget  summit,  and  Mr.  Chairman,  you  have  sat 
there  with  me.  We  all  know  the  routine.   One  side  comes  into  the  summit  willing  to  make  a 
few  domestic  spending  cuts  but  unwilling  to  reduce  defense  spending  or  tax  the  wealthy.  The 
other  side  comes  to  the  table  willing  to  cut  defense  and  tax  the  wealthy,  but  unwilling  to  take 
on  domestic  spending. 

No  matter  how  you  may  feel  about  individual  components  of  this  budget,  you  all  have 
to  concede  that  this  President  has  tossed  aside  the  old  way  of  doing  things.   He  has  come 
forward  with  real  spending  cuts  in  both  domestic  discretionary  spending  and  entitlements,  as 
well  as  defense.   He  has  also  come  forward  with  proposals  for  increased  revenues,  with  a 
plan  that  would  collect  some  two-thirds  of  the  increase  from  the  wealthiest  in  our  society. 
But  he  has  had  the  courage  --  and  the  leadership  —  to  ask  all  Americans  to  make  a 
contribution. 

This  President  will  not  run  away  from  the  tough  choices.   For  the  sake  of  our  children, 
for  the  sake  of  jobs  and  long-term  growth  and  higher  standards  of  living  for  our  people,  I 
hope  you  will  join  us  in  making  this  unprecedented  commitment  to  long-term  investment  in 
our  economy. 

1  have  a  feeling  I'm  going  to  hear  a  lot  of  complaints  this  morning  about  this  spending 
cut  or  that  tax  increase.  I  welcome  suggestions.  You  and  I  know  as  well  as  anyone  that  this 
is  the  beginning  of  the  budget  process,  not  the  end. 

But  if  there  is  a  spending  cut  in  this  package  that  you  would  like  to  replace,  or  a  tax 
increase  you'd  like  to  delete,  please  tell  me  how  you  are  going  to  replace  it   And  please  be 
specific  —  no  artificial  spending  caps,  no  gimmicks,  no  assuming  that  tax  cuts  will  reduce  the 
deficit   Just  keep  it  straight,  and  we'll  be  ready  to  work  with  you. 

If  the  Congress  enacts  this  plan,  the  results  will  be  dramatic.   But  the  reality  is  that 
deficits  will  begin  to  climb  back  up  toward  the  end  of  the  decade.  The  primary  reason  is 
skyrocketing  health  care  costs.   As  a  government  and  as  a  society,  we  must  reform  health 
care  to  ensure  quality,  affordable  care  for  all  Americans.   Health  care  costs  threaten  the 
security  of  families,  businesses,  and  government  alike.  We  must  act  to  control  health  care 
costs  if  we  hope  to  control  deficits  in  the  long  term. 

The  President  will  propose  major  health  care  reforms  within  the  next  few  months. 
Those  reforms  will  be  a  major  piece  of  the  deficit  puzzle  in  the  long  terra. 

Mr.  Chairman  and  members  of  the  Committee,  in  a  formal  sense  we  are  former 
colleagues.   But  we  remain  colleagues  in  the  sense  that  we  bear  the  same  responsibility  to 
work  together  on  behalf  of  the  American  people.  I  believe  we  all  share  the  vision  of  a  better 
life  and  higher  standards  of  living  for  our  children,  that  we  want  to  strengthen  the  economy 
today  to  ensure  a  strong  recovery  that  provides  jobs  for  our  people,  that  we  want  to  reduce 
budget  deficits  and  their  impact  on  our  long-term  economic  prospects. 

We  are  asking  the  nation  to  change.  The  permanent  cost  of  not  changing  is  far  greater 
than  the  temporary  contribution  we  ask  of  all  Americans.   I  ask  you  to  join  me  in  working 
with  President  Clinton  to  achieve  this  vision  of  change  for  our  country. 
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HIGHLIGHTS  OF  THE  PRESIDENTS 
ECONOMIC  PROGRAM 

Economic  Stimulus 

-  $  30  billion  stimulus  package 
-Job creation:  500,000 

-  Down-payment  on  long-term  investment 

-  Insurance  for  the  economic  recovery 

Long-Term  Public  Investment  for  Economic  Growth 
and  Jobs 

-  Four-year,  $160  billion  investment  plan 

-  Rebuild  America 

-  Lifelong  learning 

-  Rewarding  work 

-  Health  care 

-  Private-sector  incentives 

Deficit  Reduction  to  Spur  Private  Investment  for 
Growth  and  Jobs 

-  Largest  in  U.S.  history 

-  $493  billion  over  four  years,  $703  billion  over  five 

years 

-  Two  of  every  three  dollars  to  deficit  reduction 

-  $140  billion  of  deficit  reduction  in  FY  1997 


20 


HOPE  FOR  THE  FUTURE 


Jobs:  500,000  by  1994;  8,000,000  by  1996 

Targeted  Public  Investment 

-  Infrastructure:  $48  billion 

-  Lifelong  learning:  $38  billion 

-  Rewarding  work:  $25  billion 
-Healthcare:  $26 billion 

Renew  Private  Investment:  $60  billion 

Restore  Resources  Through  DeHcit  Reduction 
-$140  billion  in  FY  1997 

-  Cuts  deficit  as  a  percent  of  GDP  in  half 

Higher  Standard  of  Living 
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DEFICIT  REDUCTION 


J997 

1994-97 

Defense 

37 

76 

Nondefense 

20 

50 

-  Programs  not  needed 

-  IHm  subsidies/ 

fees  for  services 

-  Management 

-  Streamline 

Entitlements 

34 

76 

-  IHm  subsidies/ 

fees  for  services 

-  Management 

-  Health  care 

-  Shared  contribution 

Revenues 

83 

246 

-  Wealthy 

-  Corporate 

-  Energy 

-  Other 
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ECONOMIC  PROBLEMS 


Short-Term  Weakness 

-  Slow  job  growth 

-  Debt:  household,  business,  government 

-  Weak  financial  institutions 

-  Overbuilt  commercial  real  estate 

-  Defense  downsizing 

-  Corporate  downsizings 

-  Smaller  tax  refunds 

Investment  Deficit 

-  Infrastructure 

-  Skills  and  technology 

-  Private  investment 

Fiscal  Deficit 
-Debt 

-  Consequences 


23 


66/24/93   16:54    t»202  395  7230 


OHB  BRD  NEOB    —  BARRY 


0006/0061 


68-793  0-93-2 


24 

Chairman  ROSTENKOWSKI.  I  think  the  point  you  make  with  re- 
spect to  the  American  people  accepting  this  challenge  is  a  valid 
one,  Mr.  Director.  You  are  aware,  I  am  sure,  that  several  of  us  on 
this  committee,  and  the  Chairman  principally,  have  been  subject  to 
a  great  deal  of  criticism  when  we  narrowed  down  our  view  as  to 
where  we  ought  to  cut  and  where  we  ought  to  raise  revenues.  And 
this  is  a  very  rare  occasion,  at  least  in  my  experience  with  Amer- 
ican people  outside  the  Beltway. 

You  are  absolutely  accurate.  The  people  want  Washington  to  get 
moving  and  do  something,  I  think,  because  they  recognize  that  we 
have  fallen  behind  in  our  world  competitiveness,  and  unless  we  do 
something  about  the  deficit,  unless  we  do  something  about  educat- 
ing our  children,  I  think  that  they  are  afraid  we  are  going  to  fall 
even  further  behind. 

Leon,  how  confident  are  you  in  the  accuracy  of  the  economic  as- 
sumptions that  are  used  here? 

Mr.  Panetta.  Mr.  Chairman,  the  economic  assumptions  used  are 
the  ones  that  CBO  has  provided  in  terms  of  where  the  economy  is 
going.  We  think  they  are  on  the  conservative  side.  I  think  other 
economists  would  say  they  are  on  the  conservative  side  as  well. 

The  blue  chip  projections  show  a  much  better  improvement  in 
terms  of  the  economy,  particularly  with  regard  to  growth.  The  pro- 
jections even  of  our  own  economists  are  more  in  line  with  the  blue 
chip  predictions  about  where  they  think  the  economy  may  be  head- 
ed. 

Chairman  ROSTENKOWSKI.  That  is  optimistic,  then,  isn't  it? 

Mr.  Panetta.  So  there  is  some  hope  here,  I  think,  that  everybody 
thinks  the  economy  ultimately  can  do  much  better,  but,  again,  our 
view  was  that  we  ought  to  take  conservative  assumptions  about 
where  the  economy  is  going  so  that  we  don't  overstate  where  we 
think  we  are  going  with  the  deficit.  If  we  can  make  these  decisions 
with  regard  to  deficit  reduction,  then  I  think  it  is  going  to  mean 
that  we  are  going  to  be  in  an  even  better  situation  in  terms  of  the 
economy  if  we  can  secure  those  savings. 

Chairman  ROSTENKOWSKI.  Well,  I  for  one  am  a  great  believer  in 
the  deliberative  process  of  legislating.  We  are  all  aware  here  that 
in  1985,  when  the  administration  suggested  that  we  have  a  tax 
bullet,  and  that  it  was  going  to  take  us  3  or  4  months,  it  took  us 
damn  near  12. 

I  believe  in  the  legislative  process  and  the  participation  of  all 
people  whose  voices  want  to  be  heard.  But  this  is  one  occasion, 
however,  where  I  think  we  have  the  momentum.  I  think  the  people 
are  ahead  of  us.  And  I  wish  that  those  conservative  pangs  weren't 
there,  but  we  are  going  to  process  this  legislation,  and  I  hope  that 
the  administration  is  agreeable  to  some  changes  that  will  need  to 
be  made.  I  am  hopeful  that  they  will  be  agreed  upon  with  the  ad- 
ministration. 

Do  you  envision  any  additional  spending  cuts  or  revenues  to  fund 
other  administration  initiatives  such  as  health  care  and  welfare  re- 
form? 

Mr.  Panetta.  Obviously,  our  first  goal  here  is  to  try  to  meet  the 
targets  in  the  economic  plan.  We  think  that  is  the  key. 

And  our  first  order  of  business  is  to  try  to  get  that  economic  plan 
in  place.  That  economic  plan  and  the  principles  behind  that  plan 
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include  several  important  elements.  One  is,  obviously,  the  stimulus 
package  which  the  President  feels  very  strongly  about.  We  are 
going  to  be  seeing  some  additional  defense  cuts  over  this  next  week, 
with  regard  to  base  closures,  continuing  contractions  that  are  going 
to  be  part  of  that.  Plus  what  is  happening  with  regard  to  corpora- 
tions and  companies  just  tells  us  that  we  have  to  provide  some  in- 
surance about  where  the  economic  recovery  is  going  and  the  stimu- 
lus package  does  that. 

Secondly,  we  have  got  to  make  some  investments,  retargeted  in- 
vestments for  the  future  in  areas  like  infrastructure  and  highways. 
We  have  got  to  deal  with  problems  related  to  working  families  in 
this  country  as  well  as  private  sector  initiatives. 

And,  thirdly,  that  we  do  the  deficit  reduction. 

Now,  the  elements  that  we  have  as  part  of  this  deficit  reduction 
package  are  the  ones  that  we  think  are  important  to  protect  as  we 
move  forward,  as  to  whether  or  not  we  will  need  to  look  at  addi- 
tional revenues  or  additional  cuts  when  we  deal  with  health  care 
reform,  when  we  deal  with  other  issues  down  the  road.  Because 
one  of  the  things  we  are  calling  for  is  a  continued  pay-as-you-go  re- 
quirement. 

I  want  to  make  this  point  to  the  members  of  this  committee  that 
we  intend  to  pursue  the  same  enforcement  tools  that  are  part  of 
the  budget  agreement.  We  are  going  to  establish  caps  on  discre- 
tionary spending.  We  are  going  to  establish  pay-as-you-go  require- 
ments. We  are  going  to  establish  sequester  as  the  teeth  to  make 
this  happen.  And  we  are  also  going  to  support  an  enhanced  rescis- 
sion proposal  that  will  give  the  President  the  ability  to  send  his  re- 
scissions to  the  Congress  and  have  those  voted  on  by  both  the 
House  and  the  Senate.  So  we  are  going  to  have  some  tough  enforce- 
ment tools. 

As  to  whether  or  not — as  other  proposals  come,  I  think  we  need 
to  look  at  those  individually. 

On  health  care  reform,  obviously,  a  lot  of  that  depends  on  the  na- 
ture of  what  is  presented  in  health  care  reform.  I  can't  tell  you 
what  that  looks  like  because,  obviously,  the  task  force  is  working 
on  that.  There  are  a  lot  of  different  views  as  to  whether  or  not  ad- 
ditional revenues  will  be  necessary  or  not.  But,  clearly,  I  think,  as 
we  deal  with  those  issues,  the  administration  is  going  to  want  to 
work  with  this  committee  to  focus  on  whether  we  have  got  to  pro- 
vide funding  for  it. 

But  I  can  tell  you  this,  that  the  fundamental  approach  that  the 
administration  is  going  to  take  is  that  there  ought  not  be  any  ex- 
pansions, that  there  ought  not  to  be  any  additional  entitlement 
benefits  unless  they  are  paid  for.  Period. 

Chairman  RoSTE^fKOWSKI.  Well,  Mr.  Director,  I  have  been  chair- 
man of  this  committee  now  for  a  little  better  than  12  years,  and 
I  think  in  1980  we  established  in  this  committee,  even  before  it 
was  an  idea  of  the  budget  process,  that  we  pay  for  everything  that 
we  want  to  move.  And  so  it  doesn't  come  to  us  as  any  surprise 
that — and  we  appreciate  the  fact  that  the  administration  is  going 
to  adopt  that  same  policy.  I  think  that  that  is  exactly  what  we 
should  be  doing,  paying  for  things  as  we  want  to  enact  them. 

Thank  you  very  much. 

Mr.  Gibbons  will  inquire. 
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Mr.  Gibbons.  Mr.  Director,  first  of  all,  I  welcome  you  back.  I  look 
forward  to  working  with  you.  I  am  going  to  help  you  and  the  Presi- 
dent get  your  program  enacted. 

And  I  want  to  know  what  you  think  the  time  schedule  should  be. 
When  do  you  want  us  to  complete  our  action  here  in  the  Con- 
gress— first,  on  the  stimulus  package;  second,  on  the  longer  term 
package?  What  are  your  deadlines  in  your  own  mind? 

Mr.  Panetta.  Well,  Congressman  Gibbons,  obviously  our  concern 
is  that  we  try  to  expedite  action  with  regard  to  the  economic  plan. 

Mr.  Gibbons.  That  is  agreed  to. 

Mr.  Panetta.  That  is  important.  I  think  we  have  a  window  of  op- 
portunity here,  and  we  have  to  move.  If  we  don't — ^you  know,  as  I 
have  said,  you  can  always  die  the  death  of  a  thousand  bites  in  this 
business  as  people  pick  away  at  you  with  different  lines  of  attack. 
And,  particularly  with  the  large  number  of  special  interests  that 
are  going  to  be  involved  in  opposing  various  sections  of  this,  we  are 
concerned  that  it  has  got  to  move  as  quickly  as  it  can. 

We  think  it  is  important  that  the  budget  resolution  move  first, 
and  the  committees  are  now  going  to  be  marking  that  up.  We  un- 
derstand that  the  House  Budget  Committee  will  do  their  mark  to- 
morrow. We  understand  the  Senate  Budget  Committee  will  mark 
up  this  week.  We  think  that  is  the  right  time  frame. 

They  are  going  to  bring  the  budget  resolutions  to  the  Floor,  hope- 
fully, the  next  week.  We  would  want  the  budget  resolutions  voted 
on  first  in  both  the  House  and  the  Senate  to  show  that  the  Con- 
gress is  committed  to  the  deficit  reduction  portions  of  this  plan  as 
well  as  the  broader  elements  of  the  economic  plan,  follow  that, 
hopefully,  with  a  vote  on  the  stimulus  package. 

Mr.  Gibbons.  By  when?  Give  me  some  dates. 

Mr.  Panetta.  I  would  like  all  of  this,  hopefully,  to  be  adopted  be- 
fore the  Easter  break. 

Mr.  Gibbons.  You  are  talking  about  the  budget  resolution  and 
the  stimulus  package? 

Mr.  Panetta.  That  is  correct.  We  would  like  to  see  both  the 
budget  resolutions  adopted  and  the  stimulus  package  put  in  place 
before  the  Easter  break. 

Mr.  Gibbons.  All  right.  Now,  how  about  the  longer  term  tax  in- 
creases, all  of  those,  when  do  you  want  us  to  have  that  done? 

Mr.  Panetta.  We  think  it  is  appropriate,  then,  if  you  have  a 
budget  resolution  passed  before  the  Easter  break,  there  is  no  rea- 
son why,  after  you  come  back  from  the  Easter  break,  you  can't 
begin  the  immediate  work  on  reconciliation  which  implements  the 
budget  resolution.  And  the  hope  would  be,  then,  that  you  could  ex- 
pedite— the  committees  of  the  Congress  could  expedite  their  work 
on  reconciliation,  and  we  would  try  to  see  if  we  could  get  a  vote 
hopefully  sometime  in  either  late  May  or  June  on  a  reconciliation 
package  and  try  to  do  the  same  a  little  later  in  the  Senate,  but  try 
to  ultimately  wrap  up  a  package  some  time  between  July  4  and  the 
August  break. 

Mr.  Gibbons.  When  you  say  the  reconciliation  package,  you 
mean  all  the  changes  that  the  Ways  and  Means  Committee  will 
have  to  grant  in  tax  and  spending  cuts? 
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Mr.  Panetta.  That  is  correct.  There  are  a  number  of  committees, 
as  you  know,  in  the  process.  The  budget  resolution  includes  rec- 
onciliation instructions  to  all  of  the  committees. 

The  committees  involved  here  would  include  not  only  Ways  and 
Means  but  Agriculture,  Energy  and  Commerce,  Post  Office  and 
Civil  Service,  Armed  Services,  a  number  of  committees.  They  will 
then  have  to  report  their  element  of  reconciliation,  and  that  is  a 
process  we  hope  can  start  right  after  the  Easter  break. 

Mr.  Gibbons.  So  you  want  us  by  the  Easter  break  to  have  done 
the  stimulus  package,  is  that  right? 

Mr.  Panetta.  That  is  correct.  If  we  don't  get  the  stimulus  pack- 
age in  place  soon,  we  are  not  going  to  be  able  to  move  the  kind  of 
jobs  out  there  that  the  President  is  interested  in  doing.  It  has  got 
to  be — we  want  to  put  these  jobs  on  a  fast  time  track.  That  is  the 
key  to  a  stimulus  package. 

Mr.  Gibbons.  And  the  reconciliation  by  what  date? 

Mr.  Panetta.  Reconciliation,  we  hope,  would  be  done  and  com- 
pleted by  some  time  between  the  July  4  and  August  breaks.  It  is 
a  fast  timetable. 

Mr.  Gibbons.  It  is.  But  I  agree  with  you.  It  has  to  be  moved  fast 
or  the  stimulus  package  will  be  obsolete. 

Mr.  Panetta.  That  is  correct. 

Mr.  Gibbons.  It  will  be  too  late  to  do  anything  about  it.  Well,  I 
am  onboard  with  you.  Let's  go. 

Chairman  ROSTENKOWSKI.  Mr.  Shaw  will  inquire. 

Mr.  Shaw.  Thank  you,  Mr.  Chairman. 

I  would  like  to  add  my  congratulations  and  support  to  you  as  the 
new  Budget  Director.  From  your  opening  statement,  even  though 
it  didn't  have  specific  elements,  I  sort  of  heard  you  saying  you  are 
going  to  be  a  kinder,  gentler  Dick  Darman. 

So,  with  that  in  mind,  I  would  like  to  inquire,  if  I  may,  on  the 
lateness  of  this  budget  document.  From  a  historical  standpoint,  it 
has  always  been  the  President's  responsibility  to  submit  a  budget 
to  the  Congress,  as  I  understand  it.  The  Congress  didn't  necessarily 
even  respond  to  it,  but  it  provides  a  guideline  that  it  would  work 
with.  In  fact,  there  wasn't  even  a  Budget  Committee  in  the  House 
until  recent  years.  Can  you  ever  remember  having,  as  chairman  of 
the  Budget  Committee,  ever  having  gone  to  a  Budget  resolution 
markup  without  the  benefit  of  the  President's  budget? 

Mr.  Panetta.  Absolutely.  We  did  that  in  the  budget  agreement 
when  we  went  to  the  budget — when  we  had  the  budget  agreement 
worked  out  in  1990,  we  worked  with,  basically,  the  various  ele- 
ments that  were  agreed  upon  by  those  participants  in  that  summit, 
and  we  then  incorporated  that  in  the  budget  resolution  and  in 
reconciliation. 

Mr.  Shaw.  But  that  was  a  different  process.  It  took  place  after 
the  administration's  budget  was  received  up  on  the  Hill,  as  I  recall. 
Now,  you  were  an  integral  part  of  the  1990  agreement.  You  can 
correct  me  if  I  am  wrong  on  that  statement,  but  my  question  is 
made  in  context  of  the  budget  that  is  traditionally  received  at  the 
beginning  of  the  year  for  consideration  by  the  Congress. 

Mr.  Panetta.  Well,  you  asked  me  if  we  had  ever  marked  up  a 
budget  resolution  based  on  something  less  than  a  full  budget,  and 
the  answer  to  that  is  yes. 
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Mr.  Shaw.  Yes,  but  that  was  after  a  budget  agreement  had  been 
reached  together  with  the  Congress. 

Mr.  Panetta.  I  have  to  tell  you,  that  was  a  $500  billion  budget 
agreement  that  included  decisions  on  entitlements.  It  included  deci- 
sions on  defense.  It  included  decisions  on  caps.  It  included  decisions 
on  taxes.  And  we  put  together  a  budget  resolution  based  on  what 
was  agreed  to  at  that  time. 

Mr.  Shaw.  Well,  I  think  you  know  what  I  am  talking  about.  I  am 
talking  about  the  President's  own  budget,  the  budget  that  is  tradi- 
tionally received  in  February  of  that  year,  and  I  believe  that  the 
President's  budget  for  that  year  was  received  in  February  of  1990, 
long  before  the  budget  agreement  was  negotiated.  The  budget 
agreement  was  a  summit  that  was  called  by  the  President  in  co- 
operation with  the  Members  of  Congress  to  try  to  solve  some  of  our 
immediate  financial  problems.  So  it  was  actually  supplementing 
the  budget  that  the  House  had  received  and  the  document  that  the 
House  had  received  from  the  administration  in  February  previous 
to  the  summit  agreement. 

Mr.  Panetta.  To  respond  to  your  question,  this  document  is 
roughly  150  pages  long.  Everything  you  need  to  put  together  in  a 
budget  resolution,  everything  and  more  is  contained  in  this  docu- 
ment. 

Mr.  Shaw.  Well,  I  would  certainly  disagree  with  that.  Those  are 
certainly  not  the  details  that  the  Congress  traditionally  has  to 
work  with.  I  know  the  book  you  are  holding  up. 

Mr.  Panetta.  That  is  just  not  true.  Let  me  tell  you,  as  chairman 
of  the  Budget  Committee,  look  at  the  back  tables  here.  Every  one 
of  these  tables  tells  you  exactly  what  is  involved  in  mandatory  sav- 
ings, exactly  what  is  involved  in  nondefense  savings,  line  item  by 
line  item.  It  includes  overall  caps  in  terms  of  what  we  want  on  dis- 
cretionary spending.  It  includes  what  we  are  presenting  on  invest- 
ments, what  we  are  presenting  on  stimulus,  in  particulars  it  pro- 
vides every  element  you  need  for  the  budget  resolution. 

In  addition  to  that,  I  can  assure  you  by  the  end  of  March  we  are 
going  to  be  providing  a  line  item  by  line  item,  you  know,  for  each 
of  the  departments.  But  that  is  more  for  the  Appropriations  Com- 
mittees, very  frankly,  than  it  is  for  the  budget  process.  We  are  pro- 
viding more  than  enough  information  for  the  Budget  Committee  to 
put  together  a  budget  resolution. 

Mr.  Shaw.  Let  me  reclaim  my  time  because  I  do  want  to  get  spe- 
cific in  one  particular  area  that  I  am  tremendously  interested  in. 

Fred  Grandy  and  I  asked  the  President  a  question  about  welfare 
reform  after  he  came  up  and  met  with  the  Republican  members  of 
this  committee. 

In  August,  he  announced  a  plan  which  he  has  mentioned  since 
then  on  time  limiting  AFDC  payments.  There  is  a  cost  to  his  pro- 
gram. His  program  is  almost  identical  to  the  one  that  the  Repub- 
licans on  the  Human  Resources  Subcommittee  had  mapped  out  in 
a  paper  and  drafted  into  legislation  long  before  the  President  made 
his  statement  last  summer. 

I  consider  this  a  remarkable  opportunity  to  work  with  a  Demo- 
cratic President  as  I  think  he  is  going  to  need  Republicans  working 
with  him  on  this  particular  issue.  I  don't  see — and  this  is  the  first 
time  I  have  seen  this  document — I  don't  see  a  mention  of  it  in  here. 
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I  don't  believe  there  is  anything  in  the  document  that  you  were 
holding  up  a  minute  ago,  with  regard  to  welfare  reform.  My  ques- 
tion is,  have  you  worked  out  numbers  for  that  and  is  that  some- 
thing that  you  are  looking  to  work  out  this  year? 

The  President  mentioned  to  me  that  he  was  going  to  be  putting 
together  some  type  of  legislation  within  the  next  few  weeks,  and 
he  also  indicated  that  he  wanted  the  Republicans  to  participate  in 
the  drafting  of  that  type  of  legislation. 

Mr.  Panetta.  Well,  the  President,  as  he  indicated  to  you,  is  com- 
mitted to  working  on  welfare  reform.  There  is  a  group  that  has 
begun  the  process  of  doing  that.  It  is  going  to  have  to  be  on  a  pay- 
as-you-go  approach.  We  have  not  made  any  room  in  the  budget  spe- 
cifically with  regard  to  welfare  reform  because  our  recommenda- 
tion, obviously,  is  that,  as  you  develop  the  various  elements  of  wel- . 
fare  reform,  we  are  going  to  have  to  find  ways  to  pay  for  those  ele- 
ments within  the  context  of  welfare  reform  itself.  So  it  is  not,  obvi- 
ously, part  and  parcel  of  the  proposal  that  we  have  presented  here 
because  it  is  something  that  the  President  wants  to  present  essen- 
tially on  a  separate  track  with  a  separate  proposal  involved  in  wel- 
fare reform  that,  hopefully,  will  be  worked  out  by  both  parties. 

Chairman  ROSTENKOWSKI.  Mr.  Pickle  will  inquire. 

Mr.  Pickle.  Thank  you,  Mr.  Chairman. 

Mr.  Panetta,  it  is  good  to  see  you.  It  is  a  joy  to  work  with  you. 
You  cannot  say  that  about  every  Budget  Director,  but  in  your  case 
it  is  really  a  joy.  I  have  three  specific  questions  for  you,  and  they 
are  general  in  nature,  but  I  think  they  go  to  the  philosophy  of  any 
budget,  so  let  me  ask  you  the  first  question. 

In  the  most  recent  annual  report,  the  Pension  Benefit  Guaranty 
Corporation  has  a  deficit  now  of  about  $2.7  billion.  That  is  up  over 
$1  billion.  Also  there  are  unfunded  liabilities  of  some  $40  to  $50 
billion.  Now,  we  know  that  the  fear  is,  ultimately,  those  losses  are 
going  to  fall  on  the  taxpayer  if  something  isn't  done  about  it.  I 
think  there  is  general  agreement  about  it. 

My  question  to  you:  Would  the  administration  object  to  including 
reconciliation  instructions  in  the  present  budget  to  say  to  each  com- 
mittee of  jurisdiction  that  you  have  got  approximately  5  years  to 
correct  this  imbalance?  What  would  be  the  position  of  the  adminis- 
tration with  respect  to  the  PBGC? 

Mr.  Panetta.  Thank  you  very  much.  Congressman  Pickle,  for 
that  question  because  it  is  a  concern  I  know  you  have  had.  And  I 
discussed  this  with  you  when  I  was  chairman  of  the  Budget  Com- 
mittee, and  I  have  developed  even  greater  concerns  about  this  issue 
as  Director  of  the  Office  of  Management  and  Budget. 

I  have  issued  a  memorandum  to  the  Secretary  of  Labor,  Mr. 
Reich,  who  I  believe  has  begun  to  put  together  a  task  force  on  this 
issue.  And  I  have  asked  that  they  develop  very  quickly,  with  the 
cooperation  of  0MB,  first,  an  analysis  of  the  situation,  but,  sec- 
ondly, then  recommendations  as  to  how  to  correct  the  situation 
with  regard  to  the  Pension  Guaranty  funds.  And  I  have  asked  them 
to  do  that  within  the  next  60  to  90  days  so  that  we,  hopefully,  can 
consider  incorporating  the  recommendations  of  that  task  force  in 
reconciliation  proposals. 

Mr.  Pickle.  Well,  that  is  encouraging.  Thank  you  very  much. 
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Now  let  me  go  to  another  subject,  and  that  is  another  vexing 
problem  that  pertains  to  Government-sponsored  enterprises.  We 
have  experienced  massive  Federal  losses  in  recent  years;  a  few 
years  ago  in  the  housing  sector,  but  before  that  in  student  loans 
and  the  farm  credit  system.  We  create  them  because  it  is  ready 
cash  and  it  is  not  on  the  budget.  The  lure  of  these  programs  is  that 
they  are  off  budget.  We  don't  have  to  account  for  them.  But  they 
come  back  face  to  face  with  the  taxpayers.  We  have  just  experi- 
enced a  terrible  loss  in  the  S&L  field. 

So,  I  personally  am  concerned  that,  at  this  particular  time  in 
Federal  budget  tightening,  in  order  to  have  some  ready  cash,  we 
may  create  more  of  these  agencies  and  pay  for  them  later.  I  don't 
accuse  you  of  that,  but  I  have  that  constant  concern.  So  my  ques- 
tion to  you  is,  do  you  favor  the  creation  of  these  additional  Govern- 
ment-sponsored enterprises  in  almost  any  area  right  now? 

Mr.  Panetta.  As  to  additional  ones  or  to 

Mr.  Pickle.  Well,  any  additional  ones.  First,  we  have  got  to 
tighten  up  the  present  ones. 

Mr.  Panetta.  I  think  the  first  order  of  business  is  to  make  sure 
that  with — I  think  we  have  implemented,  obviously,  credit  reform 
proposals  that  are  very  important.  I  think  we  did  that  over  the  last 
few  years.  They  have  been  helpful,  but  I  think  more  needs  to  be 
done  to  ensure  that  these  Government-sponsored  enterprises  main- 
tain adequate  balances  and  don't  get  into  a  situation  where  we 
could  face  another  S&L  crisis.  So  we  are  looking  at  all  of  those 
right  now. 

I  would  just  say  to  you  I  am  not  particularly  anxious  to  establish 
any  additional  ones  at  this  time  because  I  think  we  have  got  to  get 
a  handle  on  the  ones  that  are  there  right  now. 

Mr.  Pickle.  I  noticed  that  the  President  recommended  possibly 
taking  money  from  these  big  pension  funds  who  had  cash  and  cre- 
ating another  GSE  to  give  credits  to  them  if  we  use  their  cash. 
That  gets  awful  complicated.  I  hope  we  don't  get  into  that  area. 

Mr.  Panetta.  We  are  not  looking  at  anything  along  those  lines 
at  this  time. 

Mr.  Pickle.  All  right. 

The  last  question  would  be  this:  According  to  an  article  in  News- 
week, the  over-85  age  population  is  going  to  double  between  1990 
and  2010.  Those  over  85  will  have  medical  expenses  that  are  high- 
er than  any  others.  Now,  as  I  recall,  as  Budget  chairman,  in  the 
past  you  have  said  that  the  only  way  to  really  make  a  dent  in  the 
deficit  is  to  restructure  entitlement  spending.  Is  that  still  your  po- 
sition? 

Mr.  Panetta.  Without  question,  because  there  is  no  way  you  can 
deal  with  this  issue  without  dealing  with  entitlements.  Entitle- 
ments make  up  50  percent  of  the  Federal  budget,  in  excess  of  $700 
billion.  Fifty  percent  of  those  entitlements  are  in  various  retire- 
ment programs,  including  Social  Security;  30  percent  are  in  health 
care  programs.  The  balance  of  the  20  percent  are  in  agriculture,  in 
veterans  programs,  and  in  programs  that  serve  the  poor  We  have 
seen  tremendous  growth  in  all  of  those  entitlements,  but  in  par- 
ticular in  the  health  care  area.  So,  if  you  want  to  get  a  handle  on 
where  the  deficit  is  headed  there  is  no  question  that  you  have  to 
confront  the  entitlement  issues. 
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Let  me  just  say  that  our  economic  plan — we  rely  on  the  agri- 
culture programs  for  savings.  We  get  savings  from  veterans  pro- 
grams. We  get  savings  clearly  from  health  care  with  our  Medicare 
proposals,  almost  $40  billion.  In  addition  to  that,  we  include  retir- 
ees, particularly  Social  Security  recipients,  lifting  their  benefit  lev- 
els subject  to  taxation  from  50  percent  to  85  percent.  So  we  think 
we  have  touched  all  of  the  areas  that  have  to  be  touched. 

Mr.  Pickle.  Mr.  Panetta,  you  have  touched  them,  but  we  are 
faced  with  realistic  questions.  You  want  to  restructure  them.  I 
would  like  to  know,  specifically,  how  would  you  restructure  them 
and  what  is  the  administration  going  to  do?  How  can  we  start 
working  on  it?  Because  that  has  to  be  faced.  You  are  making  some 
savings,  I  recognize  that.  But  we  may,  over  the  10-year  period,  just 
be  kind  of  holding  even  which  would  be  a  great  accomplishment  in 
itself  If  we  got  to  do  the  restructuring,  we  better  start  on  it. 

If  you  have  any  plan,  I  think  we  would  like  to  work  with  you  be- 
cause most  of  that  will  be  done  through  this  committee. 

Chairman  Rostenkowski.  Mr.  Jacobs. 

Mr.  Jacobs.  Leon,  why  does  President  Clinton  need  a  much  larg- 
er staff  than  President  Carter  did? 

Mr.  Panetta.  I  think  the  proposal  that  was  made  to  reduce  the 
White  House  staff  is  a  proposal  that  the  President  has  imple- 
mented, and  I  think  he  is  trying,  basically,  to  work  within  the  con- 
straints that  he  has  established  for  the  rest  of  the  Departments. 

Mr.  Jacobs.  But  he  ends  up  with  a  larger  staff  than  Carter  had. 

Mr.  Panetta.  I  am  not  sure  that  is  true  because  I  don't  know 
the  numbers.  But  I  have  to  tell  you  we  are  putting  some  cuts  in 
place  that  are  hitting  almost  every  agency. 

Mr.  Jacobs.  I  don't  say  that  in  a  hostile  or  carping  way.  In  the 
novel  Dr.  Zhivago,  the  revolutionary  war  hero,  Stralnikov,  roars  by 
in  a  locomotive  and  the  peasants  shout  his  name  in  adulation,  they 
shout  "Stralnikov."  And  one  lady  says  to  the  other,  "they  say  he 
eats  the  same  rations  as  his  men." 

Now,  I  will  concede  that,  apparently,  the  President  eats  the  same 
rations  as  most  people  who  go  to  McDonald's,  but  in  a  larger  sense 
I  think  the  staff  could  be  still  smaller  and  give  greater  credibility 
to  the  President's  eloquence  in  calling  for  contribution  or  sacrifice 
to  the  solution  of  problems.  I  think  the  pencil  ought  to  be  sharp- 
ened just  a  little  bit.  Just  pass  that  along. 

Mr.  Panetta.  We  are  still  working  on  that. 

Mr.  Jacobs.  I  hope  so.  You  are  not  considered  on  the  White 
House  staff,  are  you? 

I  don't  mean  to  go  from  preaching  to  meddling.  Isn't  it  true  that 
the  GAO  has  fairly  consistently  formed  a  low  opinion  of  investment 
tax  credits  through  the  years? 

Mr.  Panetta.  I  don't  know  the  answer  to  that. 

Mr.  Jacobs.  I  think  you  will  find  that  it  probably  has.  I  know 
that  the  President's  proposal  isn't  a  plenary  across-the-board  in- 
vestment tax  credit.  As  I  read  the  GAO  reports,  they  have  con- 
cluded that,  in  cases  where  companies  didn't  plan  to  buy  equip- 
ment but  were  induced  or  enticed  to  do  so,  it  was  possibly  a  waste 
of  resources.  And  in  other  cases,  where  companies  did  plan  to  buy 
the  equipment,  it  turned  out  to  be  windfalls.  I  don't  know  the  an- 
swer, and  I  don't  mean  to  imply  that  I  won't  support  the  proposal. 
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but  I  think  some  explanation  of  why  this  differs  from  what  the 
GAO  has  opined  in  the  past  would  be  very  helpful. 

Mr.  Panetta.  Congressman,  I  am  not  particularly  familiar  with 
GAO's  response  to  this  issue.  I  know  that  there  are  the  kind  of  con- 
cerns that  you  have  indicated  with  regard  to  how  the  investment 
tax  credit  works  and  whether  or  not  it  can  be  abused. 

The  reason  we  approach  the  investment  tax  credit  here  is,  basi- 
cally, to  try  to  implement  on  a  temporary  basis  the  tax  credit  for 
1993  and  1994  as  a  way  to  try  to  move  some  immediate  invest- 
ments into  the  economy  as  part  of  the  stimulus  effort  to  try  to  get 
the  economy  going.  And  the  President  felt  strongly  about  that,  that 
the  investment  tax  credit  was  the  one  area  that  could  probably 
send  that  message  better  than  other  areas  that  were  being  dis- 
cussed. So  that  is  why  we  kept  it  on  a  temporary  basis,  and  that 
is  why  we  moved  to  a  small  business  incremental  tax  credit,  more 
permanent  incremental  tax  credit  for  small  businesses  in  the  long 
run. 

Mr.  Jacobs.  Let  me  finally  compliment  the  administration  on  the 
part  of  its  proposal.  There  has  been  a  lot  of  propaganda,  "figures 
never  lie,"  but — "et  cetera,  et  cetera" — about  what  happened  in  the 
1980s  with  the  income  tax.  A  couple  of  plain  facts  are  that,  follow- 
ing the  1981  tax  cut,  one  of  the  most  prominent  military  contrac- 
tors with  the  U.S.  Grovemment  had  a  cumulative  economic  profit 
in  3  years  time  of  about  $20  billion — ^that  is  the  big  "B" — ^billion 
dollars— and  paid  zero  income  tax  on  it,  largely  as  a  consequence 
of  the  1981  act. 

It  is  equally  true  that  the  1986  act,  which  did  some  good  on  the 
reform  side,  did  much  harm,  I  think,  on  the  equity  side.  An  individ- 
ual with  $20  million  taxable  income  would  have  paid  $8  million  tax 
before  the  act  was  passed,  and  paid  $4  million  afterward.  I  have 
a  specific  individuEil  in  mind.  While  I  won't  give  his  name,  his  ini- 
tials are  Lee  lacocca. 

Therefore,  I  compliment  the  administration  for  trying  to  play  a 
little  bit  of  catch-up  ball  for  the  ordinary  citizens  of  this  country. 
You  had  a  situation  where  people  at  the  top  were  living  very  well, 
getting  big  tax  cuts.  It  sets  a  bad  example  down  the  line  for  sac- 
rifice and  public  spirit  and  caring  about  your  country. 

Thank  you. 

Chairman  ROSTENKOWSKI.  Mr.  Running  will  inquire. 

Mr.  BUNNING.  Thank  you,  Mr.  Chairman. 

Grood  to  see  you,  Leon.  I  would  like  to  follow  up  on  something 
that  you  talked  to  Clay  Shaw  about.  You  held  up  a  document,  the 
budget  document,  and  you  said  there  was  everjrthing  in  it  that  was 
needed  to  mark  up  a  budget  resolution.  Is  it  true  or  is  it  not  true 
that  Senator  Domenici  has  requested  15  additional  documents  that 
are  required  by  law  that  weren't  in  the  budget  document  that  you 
held  up? 

Mr.  Panetta.  I  think  Senator  Domenici  has  asked  for  additional 
information,  and  we  are  providing  additional  information  to  him. 
But  it  is  not — I  would  argue  that  it  is  not  necessary  to  do  a  budget 
resolution. 

Mr.  BUNNING.  No,  but  you  said  everything  that  was  in  it  that 
was  needed.  But,  in  fact,  there  were  15  specific  items  that  were  re- 
quired by  law  in  the  budget  because  they  are  needed  to  mark  up 


33 

the  budget  resolution.  They  are  not  in  this  document  and,  there- 
fore, he  has  requested  those  items  and  you  are  complying;  correct? 

Mr.  Panetta.  I  think  the  distinction  here  is  that  in  our  fuller 
budget  we  are  going  to  present  on  a  line-item-by-line-item  basis,  we 
are  going  to  meet  all  of  that  information  request.  That  relates  to 
the  appropriations  process. 

To  do  a  budget  resolution,  which,  basically,  is  functional  totals 
along  with  reconciliation  instructions,  ever3^hing  that  is  needed  is 
in  this  document. 

Mr.  BUNNING.  All  right.  You,  also,  in  speaking  to  someone  ear- 
lier, talked  about  the  pay-as-you-go  aspects  of  this  administration. 
I  would  like  to  understand  more  fully  the  $5.7  billion  that  we 
added  on  to  the  budget  deficit  in  1993  for  the  unemplojrment  com- 
pensation bill  that  the  administration  insisted  be  passed  without  fi- 
nancing. We  offered  in  this  committee  alternatives  to  pay  for  it, 
and  to  do  those  things  that  we  thought  were  more  compassionate 
and  necessary  to  continue  unemployment  compensation  to  the  un- 
employed and  yet  follow  the  law  that  you  supported  last  July.  Can 
you  explain  that  to  us? 

Mr.  Panetta.  Sure.  I  think  the  tools  that  we  want  to  implement 
as  part  of  this  budget  are  exactly  the  same  tools  that  were  part  of 
the  budget  agreement.  The  budget  agreement  said  that  if  the  Presi- 
dent and  Congress  feel  there  is  an  emergency  with  regard  to  cer- 
tain elements  that  we  ought  to  be  able  to  move  those  proposals  as 
an  exception  to  the  pay-as-you-go  requirement.  The  President  feels 
strongly  that  this  is  an  emergency  situation  with  regard  to  dealing 
with  the  unemployed  in  this  country,  and  that  is  the  reason  he  sent 
it  up  on  that  basis. 

Mr.  BUNNING.  But  the  bill  that  we  passed,  obviously,  was  sup- 
posed to  preempt  any  need,  according  to  our  new  Secretary  of  the 
Treasury,  ever  to  do  what  we  just  did,  that  is,  to  declare  an  emer- 
gency and  add  to  the  deficit.  In  other  words,  to  let  the  states  imple- 
ment their  unemployment  compensation  and  allow  the  Federal 
Government  to  come  in  and  pay  for  50  percent  of  it.  If  the  Federal 
Government  preempts  the  states  from  doing  that,  then  we  will 
never  have  the  states  implement  the  triggers  that  we  put  in  the 
bill  last  July. 

Mr.  Panetta.  Again,  our  view  on  that  proposal,  as  it  is  with  the 
stimulus  proposal,  is  that  we  have  got  to  move  these  provisions 
into  place  quickly,  to  try  to  deal  with  some  very  urgent  needs  with- 
in our  economy,  and  that  ultimately  the  package,  if  you  pass  the 
full  deficit  reduction  package  that  includes  close  to  $500  billion  in 
deficit  reduction  over  5  years,  that  we  will  more  than  pay  for  the 
impact  of  the  stimulus  package  as  well  as  all  of  the  investments 
by  that  time. 

Mr.  BUNNING.  Well,  I  wish  I  could  believe  that  were  true,  and 
that  we  would  be  reducing  the  deficit  that  much  in  the  5th  year. 
But  I  have  been  here  for  6  years  now,  and,  unfortunately,  we  al- 
ways increase  the  deficit  in  the  first  2  years  of  a  budget  agreement. 
Then  the  cuts  that  are  supposed  to  be  coming  in  the  3rd,  4th  and 
5th  years,  obviously,  never  occurred,  to  reduce  the  deficit.  It  just 
keeps  climbing. 

We  imposed  the  caps  in  the  1990  budget  agreement  that  you 
helped  to  negotiate.  I  just  hope  that  the  caps  stay  and  that  we 
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don't  continue  to  punch  holes  in  them  like  we  did  for  the  unemploy- 
ment compensation.  For  that  matter,  I  worry  about  the  current 
proposals  for  year  1  and  year  2  of  the  administration's  budget  pro- 
posal doing  damage  to  the  caps. 

Mr.  Panetta.  Well,  that  was  the  reason.  Congressman,  why  we 
wanted  to  stay  in  the  stimulus  package  along  with  unemplo3rment 
comp  below  the  caps  established  by  the  budget  agreement,  and  we 
do.  Nothing  in  the  stimulus  package,  nothing  in  the  unemployment 
compensation  piece  in  any  way  breaches  the  caps  in  terms  of  over- 
all discretionary  spending  established  by  the  budget  agreement. 

Mr.  BUNNING.  Except  that  it  moves  them  from  one  to  another. 

Mr.  Panetta.  Well,  except  that  what  we  had  was  we  had  a  sur- 
plus in  defense  last  year,  and  the  surplus  in  defense  gave  us  about 
a  $16  billion  cushion.  That  $16  billion  we  feel  is  now  being  used 
for  purposes  of  providing  a  stimulus  in  the  economy,  but  it  doesn't 
breach  the  overall  cap  established  under  the  budget  agreement. 

Mr.  BUNNING.  Thank  you. 

Thank  you,  Mr.  Chairman. 

Chairman  ROSTENKOWSKI.  Mr.  Matsui  will  inquire. 

Mr.  Matsui.  Thank  you,  Mr.  Chairman. 

First,  Mr.  Director,  I  would  like  to  thank  you  for  the  help  you 
have  given  the  committee  and  the  subcommittee  in  the  area  of  fam- 
ily preservation.  I  know  that  you  have  been  working  on  that,  and 
we  appreciate  it  very  much. 

I  just  might  make  a  couple  observations  before  I  ask  my  ques- 
tion. In  terms  of  the  unemplojrment  insurance  extension  package, 
as  we  all  know,  approximately  330,000  Americans  each  month  are 
losing  their  unemployment  benefits,  and  these  are  the  people  we 
have  been  trying  to  assist  and  help.  Of  course,  that  money  will  go 
into  the  economy,  just  as  it  did  in  1981  when  we  talked  about  sup- 
ply side  economics,  that  this  will  help  the  stimulation  of  the  econ- 
omy. That  is  why  it  is  part  of  the  stimulus  package. 

I  believe  those  who  are  looking  at  these  issues  should  not  look 
at  it  with  blinders,  that  is,  each  event  as  a  separate  event,  but  the 
President's  package  must  be  looked  at  in  its  entirety.  That  is  where 
the  deficit  reduction  will  come  into  place,  and  we  hope  that  the 
Members  on  the  other  side  of  the  aisle  will  end  up  supporting  the 
deficit  reduction  package  in  the  month  of  July  before  the  August 
recess. 

I  might  just  further  add  that,  in  terms  of  the  timetable  that  you 
and  the  President  and  others  are  working  on,  this  will  be  consist- 
ent with  1981  when  the  Reagan  economic  package  was  passed, 
when  we  complete  the  reconciliation  package  before  the  August  re- 
cess. 

I  would  like  to  ask  a  question  in  terms  of  the  welfare  issue,  and 
I  know  that  you  are  all  working  on  this,  and  I  know  the  intergov- 
ernmental working  group  that  the  President  has  set  up,  will  be 
soon  working  on  the  welfare  issue. 

In  terms  of  health  care,  Leon,  I  know  we  could  get  additional 
revenues  in  order  to  deal  with  the  uncompensated  care  either 
through  sin  tax  increase,  particularly  tobacco  or  other  ways,  be- 
cause people  really  want  to  deal  with  this  issue.  And,  obviously, 
there  are  going  to  be  benefits  and  additional  revenues  that  will  be 
needed  to  offset  the  political  problems  we  have.  But,  in  terms  of 
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welfare,  we  are  talking  about,  in  addition  to  the  time  limits,  the 
2  years  and  you  are  out,  but  a  whole  infrastructure  that  must  be 
developed. 

And  I  understand  why  it  would  not  be  in  this  package  because 
we  are  not  anywhere  near  coming  up  with  a  formulation  of  what 
this  package  should  be.  But  in  terms  of  the  pay-as-you-go  problem, 
I  don't  know  where  we  get  the  additional  revenues  for  the  job 
training,  the  education  component,  and  the  guaranteed  jobs.  And 
certainly  it  will  be  very  difficult  to  ask  the  taxpayers  to  pay  for 
this,  again  for  political  reasons  because,  you  know,  how  do  you  get 
suburban  America  to  pay  for  somebody  who  is  on  welfare  in  the 
inner  cities? 

And  you  may  not  be  able  to  answer  this  question  at  this  time, 
but  somehow  we  have  to  make  sure  we  deal  with  this  because  I 
wouldn't  want  a  situation  where  we  talk  about  2  years  and  you  are 
out,  and  that  becoming  the  welfare  program  of  the  Clinton  admin- 
istration because  that  is  not  a  welfare  solution  when  we  are  talking 
about  job  training  and  we  are  talking  about  independence  for  these 
people  rather  than  dependency. 

So  if  you  could  look  at  this  maybe  you  might  have  comments  now 
on  this,  but  if  you  have  some  thoughts  later,  that  would  be  appre- 
ciated. 

Mr.  Panetta.  Well,  you  obviously,  having  worked  on  this  issue 
before,  recognize  the  kind  of  challenges  we  face  as  you  try  to  pack- 
age together  a  comprehensive  welfare  reform  proposal.  The  hope — 
ultimately,  I  think  the  hope  of  everyone  who  agrees  on  the  need  for 
welfare  reform  is  that  what  you  are  going  to  do  ultimately  is  de- 
crease dependency  on  these  programs,  not  increase,  but  decrease 
the  dependency  on  these  programs.  I  mean,  my  Cxod,  right  now  we 
have  got,  what,  26  million  Americans  on  food  stamps  in  this  coun- 
try. We  are  seeing  a  dramatic  increase  with  regard  to  other  pro- 
grams that  serve  the  poor. 

My  experience  has  been  when  I  have  visited  soup  kitchens  and 
food  pantries  is  that  most  people  I  talk  to  don't  want  welfare,  they 
want  a  job.  And  that  is,  I  think,  the  main  thrust  of  this  economic 
plan  and  the  main  thrust  of  any  welfare  reform  has  to  be  to  try 
to  develop  that. 

I  recognize  that  there  are  probably  some  short-term  costs  that 
are  going  to  be  involved  in  any  proposal  like  that.  You  have  got  to 
do  the  job  training.  You  have  got  to  do  the  job  placement.  You  have 
got  to  get  people  into  meaningful  jobs.  As  to  how  we  do  that,  what 
kind  of  savings  we  can  get  from  overall  welfare  reform,  I  think  that 
is  the  kind  of  issue  we  need  to  look  at  as  we  develop  a  proposal 
that  the  administration  can  support. 

Mr.  Matsui.  In  terms  of  the  child  support  enforcement  part  of  it, 
I  know  this  is  in  your  package  now,  and  it  is  more  than  likely  that 
the  committee  and  the  subcommittee  will  try  to  move  both  the 
child  support  enforcement  and  the  welfare  in  the  same  track,  and 
that  may  help  raise  some  revenues,  although  not  enough  to  pay  for 
the  infrastructure  needs. 

Mr.  Panetta.  I  appreciate  that.  As  I  have  indicated  to  this  chair- 
man and  I  will  indicate  to  the  chairmen  of  the  other  committees, 
I  think  we  have  to  provide  flexibility  in  the  committees  as  they 
deal  with  reconciliation  to  allow  them,  obviously,  to  meet  the  sav- 
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ings  targets  but  to  be  able  to  adjust  some  of  these  proposals  so  that 
they  meet  other  priorities  that  they  are  working  on. 

Mr.  Matsui.  Thank  you. 

Chairman  ROSTENKOWSKI.  Mr.  Levin  will  inquire. 

Mr.  Levin.  Thank  you,  Mr.  Chairman. 

Welcome.  There  has  been  an  interesting  dynamic,  at  least  so  far. 
I  haven't  heard  any  basic  challenge  to  the  thrust  of  the  Clinton 
program,  and  it  may  be  coming  later  on  at  this  hearing,  but  I  think 
it  may  well  be  because  the  basic  thrust  is  on  target.  We  acted  for 
years  around  here  as  if  there  was  no  real  problem  when  we  all 
knew  there  was  one.  And  this  deficit  is  an  albatross. 

A  couple  days  after  the  President  addressed  us,  Leon,  I  went 
home  and  held  an  impromptu  town  meeting  in  Macomb  County, 
which  is  kind  of  a  bellwether  part  of  this  Nation.  The  local  paper 
summed  up  the  reaction.  About  300  people  were  there.  Without 
mail  notices,  et  cetera,  just  a  notice  in  two  newspapers,  300  people 
were  there.  It  was  a  lively  meeting,  and  the  local  newspaper 
summed  it  up  this  way:  That  the  people  who  were  in  attendance 
want  to  see  Congress  implement  Federal  spending  cuts  before  they 
reach  into  taxpayers'  wallets. 

By  the  way,  we  will  be  holding  further  town  meetings  in  April. 
It  would  be  great — I  don't  know — if  you  have  the  time,  you  could 
stop  in.  Because  I  hope  you  have  the  credibility  as  I  do  to  respond. 
I  would  like  you  to  take  that  right  on  and  just  tell  us,  tell  the  coun- 
try what  you  are  thinking  in  terms  of  the  importance  of  Federal 
spending  cuts  before  Congress  or  the  White  House  reaches  into  tax- 
payers' wallets  for  more  taxes. 

Mr.  Panetta.  I  have — as  I  indicated  in  my  first  statement,  I 
have  always  believed  that  there  is  no  way  you  can  confront  the 
problem  that  faces  this  country  on  the  deficit  and  not  do  a  balanced 
package.  It  has  to  be. 

I  mean,  if  you  try  to  say  this  is  all  going  to  be  done  on  the  spend- 
ing cut  side,  you  are  not  going  to  raise  any  revenues,  you  can't  do 
it.  On  the  other  hand,  if  you  say  you  can  do  it  all  by  revenues  and 
you  can't  do  it  by  any  cuts,  you  can't  do  that,  either.  It  has  got  to 
be  a  balanced  package  because  we  are  dealing  now  with  a  situa- 
tion, the  deficit,  that  all  of  you  know  is  intolerable.  We  are  headed 
towards  a  cliff  in  this  country  if  we  don't  confront  this  issue. 

So  what  the  President  felt  was  important  to  do  was  to  say,  look, 
we  have  got  to  put  on  the  table  some  very  direct  specific  spending 
cuts,  and  we  also  have  to  include  some  revenues  as  part  of  that 
package. 

Now,  let  me  just  tell  what  you  we  did  on  the  spending  side.  On 
the  spending  side  we  have  looked  at  every  area.  There  isn't  an  area 
here  that  has  gone  untouched.  On  defense  spending,  we  are  looking 
at  almost  $112  billion  in  defense  reductions.  Now,  obviously,  some 
critics  of  the  plan  would  say  that  is  probably  too  much  in  defense, 
but  we  think  that  is  in  line  with  where  we  need  to  go  considering 
the  changes  that  are  taking  place  in  the  world  situation. 

Secondly,  on  nondefense,  we  have  almost  $76  billion  here  on 
nondefense  spending.  My  understanding  is  that  the  committees  of 
the  budget  on  both  the  House  and  the  Senate  sides  are  looking  at 
additional  savings  in  nondefense.  But  if  you  take  those  nondefense 
savings  further,  you  begin  to  have  an  impact  on  education,  on 
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transportation,  on  the  kinds  of  priorities  that  I  think  all  of  us  are 
concerned  about.  So  I  am  not  sure  there  is  a  lot  more  room  there. 

On  entitlements,  we  have  included  every  area.  In  agriculture,  we 
are  getting  criticism  that  we  have  done  too  much  in  agriculture, 
but  we  have  trimmed  those  subsidies;  and  we  have  included  veter- 
ans programs,  health  care  programs,  and  retirees  with  the  rec- 
ommendation of  the  Social  Security  tax. 

And  I  think  the  bottom  line  is  this:  If  you  are  asking  farmers  to 
make  a  contribution,  if  you  are  asking  veterans,  if  you  are  asking 
doctors,  if  you  are  asking  hospitals,  if  you  are  asking  the  elderly, 
if  you  are  asking  working  families  to  make  a  contribution,  then 
why  can't  we  ask  the  wealthiest  in  this  country  to  also  make  a  con- 
tribution? And  that  is  why  we  come  forward  with  a  revenue  pro- 
posal that  says  70  percent  of  the  revenues  ought  to  come  from  the 
wealthiest  families  in  this  country,  so  that  they,  too,  participate  in 
this  effort.  There  is  nothing  wrong  with  that.  And  so  that  is  the 
kind  of  balanced  package  we  have  tried  to  present  to  the  country, 
and  we  think  it  is  right. 

Mr.  Levin.  Thank  you. 

Chairman  Rostenkowski.  Mr.  Grandy. 

Mr.  Grandy.  Thank  you,  Mr.  Chairman. 

Leon,  welcome.  I  think  I  would  like  to  preface  my  remarks  by 
saying  I  may  be  the  only  member  of  the  Ways  and  Means  Commit- 
tee that  has  had  Leon  Panetta  support  one  of  my  deficit  cutting 
amendments.  You  may  recall  back  in  days  of  drought  when  we 
were  on  the  Ag  Committee,  and  I  proposed  the  amendment  that 
would  have  limited  the  amount  of  disaster  assistance  from  the  com- 
modity programs.  It  would  not  have  passed  the  Ag  Committee  had 
you  not  supported  it. 

So  I  think  that  we  are  of  the  same  mind  when  it  comes  to  talking 
about  fair  downsizing  of  these  programs.  I  am  concerned  when  I 
hear  you  make  statements  about  fairness  and  downsizing  every- 
body equally.  Then  I  pursue  the  details  of  your  program  and  there 
are  some  inconsistencies  that  I  want  to  use  my  time  to  address.  I 
have  talked  to  you  about  these  privately,  so  this  is  no  surprise. 

I  want  to  go  immediately  to  the  cumulative  525  percent  effective 
tax  increase  on  one  commercial  industry,  which  in  this  case  would 
be  barge  traffic  up  and  down  our  inland  waterways.  In  your  budget 
it  is  projected  to  produce  savings  of  $820  million.  Now,  my  problem 
is  the  cumulative  effect  of  this  tax  is  greater  than  you  are  aware 
of  and  perhaps  your  colleagues  in  the  administration  are. 

I  am  not  going  to  quibble  with  the  need  to  cut  programs.  I  sub- 
mitted my  own  budget  proposal  to  the  Iowa,  and  Nebraska  press 
and  cut  your  programs  even  further.  But  I  would  submit  this.  If 
you  begin  to  raise  by  a  dollar  the  inland  waterway  tax,  you  are  not 
only  taxing  producers  and  ag  businesses  once,  you  are  taxing  them 
twice.  Because,  in  my  town  of  Sioux  City,  for  example,  you  will  see 
barges  coming  up  the  river  which  deliver  fertilizer  and  agriculture 
inputs.  The  cost  of  that  transportation  will  be  added  to  the  cost  the 
farmer  must  put  into  his  farm  to  grow  his  crop.  At  the  same  time 
you  will  be  taxing  him  to  take  that  commodity  away  down  the  river 
and  will  increase  the  amount  of  money  the  farmer  must  pay  for 
transportation  and  thereby  decrease  his  commodity. 
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At  the  same  time  you  are  now  proposing,  after  having  what  we 
thought  was  a  victory  on  getting  a  one  pound  waiver  on  ethanol, 
that  ethanol  should  be  taxed  under  the  Btu  formula. 

I  am  having  a  hard  time  finding  fairness  in  this  particular  sce- 
nario. I  believe  agriculture  should  be  downsized  like  everything 
else.  I  am  not  going  to  sit  here  like  our  colleagues  on  the  Ag  Com- 
mittee and  show  you  the  little  blue  line  and  all  of  the  dispropor- 
tional  cuts  that  agriculture  is  taking.  You  know  all  that  stuff. 

I  am  just  asking,  when  waterways  are  used  for  recreational  pur- 
poses and  flood  control  and  municipal  power  supplies  as  well  as 
commercial  uses,  why  aren't  the  costs  shared? 

And,  second,  we  have  heard  that  the  President  said  he  would  re- 
consider the  inland  waterway  fee/tax.  This,  I  think,  passes  the 
Darman  duck  test.  I  think  this  is  a  real  waddler  here,  Leon.  But 
what  is  the  status  of  this  policy  change?  Can  we  see  some  light  at 
the  end  of  this  tunnel? 

Out  of  all  the  agriculture  cuts  that  you  have  proposed,  and  I 
have  told  you  this  privately,  I  think  this  is  the  most  insidious  be- 
cause it  layers  in  costs  that  you  cannot  predict  as  the  Budget  chair- 
man, or  that  Robert  Reischauer  probably  cannot  see  as  the  CBO 
Director  but  that  farmers  will  know  of  almost  instantly.  I  just 
wanted  to  get  your  feeling  on  this  because  this  is,  I  think,  a  poten- 
tial dam  breaker  in  terms  of  ag  subsidies. 

Mr.  Panetta.  Well,  obviously,  this  is  a  proposal  that  we  want  to 
work  with  the  committees  on  as  we  try  to  look  at  the  concerns  that 
you  have  reflected,  others  have  reflected  with  regard  to  these  is- 
sues. 

But  I  have  to  go  back  to  the  basic  point.  When  you  are  looking 
at  fairness,  the  question  is,  is  it  fair  to  the  average  taxpayer  in  this 
country?  And  when  you  look  at  inland  waterways,  inland  water- 
ways are  the  most  heavily  subsidized  form  of  commercial  freight 
transportation  in  the  country.  They  are.  As  a  matter  of  fact,  70  per- 
cent of  the  construction  costs  in  these  inland  waterways  are  borne 
by  general  revenues,  by  the  general  taxpayers.  We  don't  even  get 
enough  out  of  these  fees  right  now  to  cover  O  &  M  costs.  And  so 
isn't  it  fair,  if  it  is  going  to  be  the  most  heavily  subsidized  form  of 
travel,  that  we  at  least  get  a  little  bit  back  to  try  to  cover  some 
of  these  costs? 

Mr.  Grandy.  Well,  if  you  are  going  to  subsidize  the  fees,  why 
don't  you  subsidize  all  use,  the  recreational  use.  the  flood  control — 
if  you  are  going  to  tax  it.  You  are  zeroing  in  on  one  player. 

Mr.  Panetta.  We  are  recommending  fees  on  recreation  areas.  We 
are  recommending  fees  on  national  parks.  We  are  recommending 
fees  across  the  board  because  we  think  that,  when  it  comes  to  the 
cost  of  the  Federal  Government  and  we  provide  services  like  the  in- 
land waterways,  we  ought  to  have  those  costs  at  least  covered  to 
some  extent.  This  isn't  going  to  cover  all  of  our  cost,  but  at  least 
it  is  going  to  cover  a  little  more.  How  do  you  approach  this  busi- 
ness of  trying  to  trim  subsidies  and  again  trying  to  cover  these 
costs  unless  you  put  everybody  in  the  same  ball  park? 

Mr.  Grandy.  My  concern  is  you  are  indirectly  taking  the  barge 
traffic  and  using  that  subsidy  to  cross-subsidize  railroads.  In  my 
part  of  the  country,  that  is  what  will  happen.  There  will  be  a  shift. 
Many  of  the  grain  dealers  and  farmers  and  grain  elevators  out 
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there  depend  on  railroads  and  cannot  acquire  the  hopper  cars  to 
move  their  grain.  They  are  held  hostage  by  the  railroad.  This  will 
drive  up  their  dependency  on  the  railroads. 

So  I  am  not  going  to  argue  your  numbers  about  how  heavily  the 
commercial  barge  traffic  is  subsidized.  I  don't  have  the  numbers  in 
front  of  me,  so  I  can't  review  what  you  are  saying.  I  am  just  saying 
that  I  think  your  intention  here  may  be  admirable.  I  think  your  im- 
plementation is  going  to  produce  a  consequence  that  you  don't 
want,  not  as  a  former  Member  of  Congress  and  not  as  the  Director 
of  the  Budget  for  the  Clinton  administration. 

Mr.  Panetta.  I  hear  what  you  are  saying,  and  I  want  to  work 
with  you  to  try  to  see  if  there  is  a  way  to  refine  it. 

Mr.  Grandy.  I  appreciate  it. 

Chairman  RoSTENKOWSKI.  Mr.  Cardin  will  inquire. 

Mr.  Cardin.  Leon,  welcome  to  the  committee.  It  is  a  pleasure  to 
have  you  here.  I  offer  my  congratulations  to  you  and  the  Clinton 
administration  for  coming  forward  with  the  bold,  courageous  plan 
to  deal  with  our  economy  and  to  deal  with  the  deficit. 

I  would  like  to  talk  about  a  couple  of  points  in  the  time  that  I 
have.  First,  the  Medicare  cuts  that  you  have  in  your  proposal.  I 
have  a  great  deal  of  concern  with  the  Medicare  cuts  that  you  are 
proposing.  Not  that  we  don't  have  to  have  savings  in  Medicare.  We 
need  to.  I  look  at  your  proposals  as  a  downpayment  on  health  care 
reform  that  will,  hopefully,  get  control  of  all  health  care  expendi- 
tures, both  public  and  private. 

But  I  would  at  least  like  your  comments  as  to  the  dangers  that 
we  might,  by  dealing  with  the  Medicare  budget  alone,  be  just  shift- 
ing some  additional  costs  to  the  private  sector  which  will  certainly 
not  help  our  economy,  and  what  type  of  comfort  level  you  can  give 
us  that  we  are  sincere  in  dealing  with  the  overall  health  care  costs 
of  this  country  and  not  just  the  public  sector  costs  in  health  care. 

Mr.  Panetta.  Ben,  I  have  to  tell  you,  if  there  is  one  issue  that 
I  have  heard  the  President  emphasize  time  and  time  and  time  and 
time  again,  it  is  the  need  for  comprehensive  health  care  reform.  Be- 
cause I  think  he  views  it  as  essential  to  the  overall  economic  plan 
to  try  to  meet  goals  that  he  is  after. 

And,  as  you  know,  we  will  reduce  the  deficit  significantly  with 
this  plan  if  we  put  it  in  place.  We  will  get  it  down  to  roughly  half 
of  the  deficit  to  GDP  ratio  that  we  now  have,  from  5.4  to  about  2.7 
percent,  get  it  down,  grind  it  down  from  about  $350  billion  in  terms 
of  annual  deficits  cut  to  around  $200  billion.  But  no  matter  how 
far  you  bring  it  down,  even  if  you  get  the  deficit  to  below  $200  bil- 
lion in  four  or  five  years,  the  deficit  starts  to  climb  back  up  because 
of  health  care  costs.  As  you  know,  it  is  a  tripling  of  health  care 
costs. 

So  the  President  feels  that  if  you,  in  fact,  are  going  to  put  us  on 
a  path,  we  are  going  to  put  the  country  on  a  path  to  gradually  get 
that  deficit  down,  on  a  permanent  basis,  we  have  got  to  do  health 
care  reform.  And,  as  part  of  health  care  reform,  you  have  to  do  cost 
constraints.  You  can't  just  do  health  care  reform  without  looking  at 
cost  constraints.  So  his  view  is  that  whatever  we  do  on  Medicare 
savings  is,  in  fact,  a  down  payment,  and  that  health  care  reform 
will  prevent  the  kind  of  cost  shifting  that  we  have  seen  in  the  past. 
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Mr.  Cardin.  We  need  a  health  care  reform  proposal  that  will  re- 
strain both  the  public  and  private  expenditures.  As  you  know,  Med- 
icare today  on  average  for  hospital  care  pays  about  90  percent  of 
the  costs,  whereas  those  private  insured  people  are  paying  a  higher 
percentage  of  the  cost,  and  you  have  cost  shifting.  We  certainly 
don't  want  to  continue  that.  Instead,  we  need  to  bring  it  closer  to- 
gether where,  hopefully,  everyone  pays  towards  the  cost  of  medical 
care  equally  without  having  the  cost  shifting  that  is  currently  oc- 
curring. It  seems  to  me  that,  ultimately,  we  have  to  address  that 
issue. 

Let  me  raise  a  second  point.  Your  proposal  is  real,  what  it  asks 
in  the  deficit.  I  applaud  you  for  that.  There  has  been  criticism  that 
we  need  to  do  more  in  spending  cuts,  and  I  agree  we  need  to  do 
more  in  spending  cuts.  The  President's  challenge  to  us  said  be  spe- 
cific. Now  it  looks  like  our  budget  document  will  reflect  additional 
spending  cuts  that  Congress  will  be  committed  to  achieve  and  the 
administration  agrees  to  work  with  us. 

I  would  just  hope  that  you  will  monitor  exactly  what  comes  out 
of  our  Appropriation  Committees  to  make  sure  that  what  we  say 
we  are  going  to  do  will  be  real  cuts  and  that  the  administration 
will  not  go  along  with  any  accounting  shifts  or  gimmicks  that  ap- 
pear to  cut  spending  but  in  reality  will  not  achieve  the  dollars  that 
we  are  talking  about. 

Mr.  Panetta.  Obviously,  having  spilled  all  of  the  blood  that  we 
are  going  to  have  to  do  to  get  an  economic  plan  in  place  that  is 
honest  and  direct,  I  don't  think  the  President  is  about  to  let  it 
erode  then  in  the  appropriations  process  if  there  are  games  that 
are  played  that  we  try  to  keep  out  of  the  budget  proposal  itself.  So 
we  are  going  to  be  monitoring,  obviously,  the  appropriations  rec- 
ommendations to  ensure  that  they  don't  build  in  the  kind  of  gim- 
micks that  could  ultimately  erode  the  deficit  reduction  in  the  out- 
years.  That  is  something — that  is  one  of  the  reasons  why  he  would 
like  to  have  this  enhanced  rescission  power,  is  the  ability  to  be  able 
to  control  that  kind  of  process  once  we  put  the  economic  plan  in 
place. 

Mr.  Cardin.  Thank  you.  I  look  forward  to  working  with  you. 

Chairman  ROSTENKOWSKI.  Mr.  Kleczka  will  inquire. 

Mr.  Kleczka.  Thank  you,  Mr.  Chairman. 

Leon,  also  welcome  to  the  committee.  You  can  welcome  me  to  the 
committee,  also. 

Mr.  Panetta.  Congratulations. 

Mr.  Kleczka.  It  was  kind  of  interesting  listening  to  the  barge 
issue.  It  reminds  me  of  the  saying  I  have  used  for  years  and 
years — and  where  I  got  it  from  I  can't  recall,  but  it  goes  along  these 
lines:  Don't  cut  you.  Don't  cut  me.  Cut  the  man  behind  the  tree. 
You  said  that  if  we  keep  picking  away  at  this  reduction  and  this 
particular  item,  we  are  going  to  unravel  the  whole  package. 

Let  me  go  back  to  Ben  Cardin's  point  on  the  spending  cuts.  To 
this  day,  the  President's  package  still  receives  a  favorable  rating  by 
the  constituents,  at  least  those  who  I  represent.  However,  they 
keep  bringing  up  the  fact  that  someone  early  on  in  the  administra- 
tion indicated  that  for  every  $1  in  tax  increases  there  would  be  $2 
in  spending  cuts.  I  haven't  found  that  individual  yet.  Maybe  you 
can  help  me  out,  but  nevertheless  we  don't  even  achieve  a  dollar 
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for  dollar.  And,  of  all  the  criticisms,  that  is  probably  the  main  one, 
even  though  in  the  outyears  there  is  a  higher  degree  of  deficit- 
spending  savings,  but  in  the  early  years  it  just  is  not  there.  In  fact, 
the  figures  we  looked  at,  Leon,  indicate  a  70  percent  ratio  of  tax 
increases  versus  30  for  spending.  The  Budget  Committee  is  looking 
at  some  increased  spending  reductions.  Can  you  give  this  commit- 
tee a  flavor  for  what  they  are  actually  looking  at  and  what  your 
reaction  might  be  to  those? 

Mr.  Panetta.  Well,  we  have  indicated — and  the  President  has 
said  this  directly  to  the  Budget  Committee.  He  met  with  members 
of  the  Budget  Committee  yesterday,  a  meeting  with  members 
today.  I  have  talked  with  Martin  Sabo,  the  chairman  of  that  com- 
mittee. And  what  they  are  basically  working  toward  is  the  ability 
to  try  to  meet  the  difference  between  the  CBO  estimates  and  the 
0MB  Treasury  estimates  of  where  we  are.  And  we  think  that  that 
is  a  good  target  for  the  committee  to  work  towards. 

My  understanding  is  that  they  are  looking  at  a  number  of  areas 
to  try  to  reach  that  goal,  but  that  they  are  real.  They  are  trying 
to  get  within  the  caps  for  1994  and  1995.  They  are  trying  to  reach 
the  $140  billion  in  deficit  reduction  by  1997,  and  they  are  trying 
to  reach,  I  think,  the  overall  number  for  savings  over  the  5-year  pe- 
riod of  close  to  $500  billion.  My  sense  is  that  they  are  working  with 
proposals  that  will,  in  fact,  achieve  those  numbers. 

Mr.  Kleczka.  The  President  indicated  in  his  address  to  Con- 
gress— and  I  think  it  is  probably  worthwhile  for  you  to  repeat  it — 
but,  based  on  his  projection  of  deficit  reduction,  he  indicated — and 
I  often  repeat  this  at  home.  We  are  bringing  the  annual  deficit 
down.  However,  if  we  don't  address  the  health  care  issue  in  a  seri- 
ous fashion,  all  that  work  will  be  for  naught  because  the  deficit  will 
then  drive  the  budget.  Could  you  reiterate  some  points  on  that  par- 
ticular problem? 

Mr.  Panetta.  Yes.  I  think  I  have  a  chart  here — I  will  just  hold 
it  up  briefly,  if  you  have  that  chart — which  basically  portrays  it. 
What  you  have  is  a  situation  where,  if  you  follow  the  different 
tracks  that  we  have  here — let  me  just  refer  to  this. 

If  you  look  at  where  the  base  line  is  right  now  at  the  top,  which 
is  the  top  line,  that  is  where  the  deficit  is  headed  right  now  on  an 
annual  basis,  and  you  are  looking  at  about  $600  billion  deficits  by 
the  end  of  this  decade.  We  start  to  get  about  $700  billion  annual 
deficits  into  the  early  part  of  the  next  century.  So  it  is  that  top  line. 

The  second  line  is,  if  you  use  the  economic  assumptions  that  we 
are  using  with  CBO,  which  are  the  conservative  assumptions,  and 
implement  this  proposal — ^that  is  the  second  line.  And,  as  you  no- 
tice, that  starts  to  go  up.  A  lot  of  that  is  due  to  health  care  costs. 
Part  of  that  is  just  CBO's  more  conservative  economic  projections. 

The  third  line  is,  if  you  assume  the — at  least  what  we  think  is 
a  good  sense  of  where  we  think  the  economy  is  headed  right  now 
with  the  blue  chip  and  with  our  own  economic  advisers — if  you  as- 
sume those,  you  can  see  that  the  line  actually  drops  down  even 
lower  in  terms  of  the  deficit  targets. 

If  you  implement  health  care  reform — and  what  we  have  used 
here  is  a  proposition  that  basically  says  we  are  going  to  hold  health 
care  cost  increases  to  inflation  plus  increases  caused  by  demo- 
graphic changes  plus  2  percent.  If  you  eventually  reach  that  goal. 
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that  shows  you  where  the  deficit  line  will  go.  We  will  reach  a  point 
where  we  can  bring  the  annual  deficit  to  below  $80  billion  or  less, 
less  than  1  percent  of  GDP,  if  you  implement  our  proposals  and 
health  care  reform  controls  costs. 

Mr.  Kleczka.  Thank  you  very  much,  Mr.  Director.  I  think  that 
points  out  to  all  who  are  here  the  importance  of  health  care  reform 
for  if  we  don't  do  that  in  round  2,  after  the  stimulus  and  the  rec- 
onciliation, we  have  done  nothing.  So  thank  you  very  much  for  your 
comments. 

Thank  you,  Mr.  Chairman. 

Chairman  ROSTENKOWSKI.  Mr.  Houghton  will  inquire. 

Mr.  Houghton.  Thank  you,  Mr.  Chairman. 

Mr.  Director,  good  to  see  you  again. 

Mr.  Panetta.  Thank  you,  Amo,  good  to  see  you. 

Mr.  Houghton.  Mr.  Director,  I  applaud  what  you  are  doing.  I 
applaud  what  the  President  is  doing.  The  President  is  not  a  Demo- 
crat or  a  Republican.  He  is  our  President,  and  he  is  trying  to  put 
his  hands  around  something  which  we  have  been  doing  and  work- 
ing on  for  a  long  time.  The  sad  thing,  I  think,  and  I  say  this  with 
a  tear  in  my  eye,  is  that  many  of  us  who  tried  to  propose  and  get 
spending  cuts  for  better  economic  programs  are  those  who  have 
been  left  now  out  in  the  cold.  For  a  long  time  those  now  who  are 
embracing  these  concepts  have  really  been  working  against  these. 
However,  here  we  are,  and  we  are  all  working  together. 

You  say  that  there  are  a  variety  of  things  which  are  important 
to  you,  and  you  start  with  comprehensive  elements,  fairness,  bal- 
ance, honest,  all  sorts  of  things  like  that.  I  have  a  couple  that  are 
important  to  me,  and  one  is  the  actual  numbers  of  where  the  cuts 
and  the  increases  are.  I  see  from  page  143  of  your  budget  that, 
other  than  defense,  there  are  no  spending  cuts.  The  only  dent  that 
you  put  in  the  deficit  via  your  budget  is  through  defense  going 
down  about  $40  billion  at  the  end  of  1998  and  the  revenues  going 
up  approximately  $380  billion.  Is  that  right  or  wrong? 

Mr.  Panetta.  If  you  look  at,  again,  defense  plus  entitlement  sav- 
ings— and  I  think  you  have  got  to  look  at  entitlement  savings  as 
spending  savings 

Mr.  Houghton.  I  say  that  defense  goes  from  $294  to  $253  bil- 
lion, nondefense  goes  up  from  $261  to  $312  billion,  mandatory 
spending  increase  from  $717  to  $928  billion,  and  then  interest,  of 
course,  up.  So,  in  effect,  the  only  cuts  are  in  the  military  when  you 
net  it  all  out. 

Mr.  Panetta.  Well,  again,  it  is  all  in  the  interpretation,  but 
when  you  take  $73  billion  out  of  nondefense  discretionary  I  don't 
think  you  can  say  that  that  is  not 

Mr.  Houghton.  I  am  just  looking  at  your  numbers  here.  I  may 
be  wrong.  I  may  be  reading  them  wrong. 

Mr.  Panetta.  V/ell,  if  you  look — I  think  the  place  to  look  is  page 
22,  which  basically  lays  out  the  overall 

Mr.  Houghton.  Could  you  hold  with  $143  billion  a  bit  more? 

Mr.  Panetta.  Sure,  but,  again,  I  think  if  you  look  at  the  overall 
numbers,  you  have  got — defense  numbers  take,  as  I  say,  $112  bil- 
lion, nondefense,  $73  billion.  Entitlements  are  $115  billion.  Social 
Security  is  $29  billion.  You  can  count  that  either  in  or  out  of  spend- 
ing reductions,  depending  on  how  you  view  that  issue.  But  even  if 
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you  take  it  out,  we  are  looking  at  about  $375  billion  there  of  deficit 
reduction  measures  on  the  spending  side. 

Mr.  Houghton.  Mr.  Director,  I  understand  that,  but  at  the  end 
of  the  day  in  1998  your  deficit  is  $241.4  billion,  is  that  right? 

Mr.  Panetta.  In  1998,  that  is  correct,  if  it  starts  to  go  back  up. 

Mr.  Houghton.  OK,  but  when  I  think  I  go  back  to  those  four 
basic  categories  the  only  cuts  when  you  net  it  all  out  are  in  the  de- 
fense area. 

Let  me  move  on  to  another  issue.  I  think  the  thing  that  is  most 
bothersome  to  me  is  not  necessarily  the  deficit,  as  bad  as  that  is, 
because  you  can  have  $1  trillion  deficit  in  1  year  if  you  had  a  very 
low  debt  base.  But  since  your  debt  base  is  so  high,  you  really  worry 
about  it  and  the  servicing  of  it  and  particularly  if  you  have  any  sort 
of  inkling  of  an  increase  in  inflation. 

And,  if  I  read  the  numbers  correctly,  the  debt  now  as  a  percent 
of  the  GDP  is  a  little  over  50  percent,  is  about  53  percent.  But  at 
the  end  of  the  day,  of  those  5  years,  the  debt  as  a  percentage  of 
GDP  goes  up.  So  I  guess  the  worry  I  have  with  all  the  public  ex- 
citement and  with  the  great  leadership  the  President  is  giving  is 
that  maybe  we  are  not  doing  the  right  things  because  we  don't  end 
up  in  the  right  place. 

Mr.  Panetta.  Amo,  if  we  all  struggle  around  here  looking  for  the 
ultimate  answer,  the  ultimate  answer,  then  we  will  never  get  any- 
thing done,  and  that  has  been  the  history  here.  I  have  heard  Mem- 
bers say,  well  this  is  a  good  program,  but  it  isn't  quite  what  I 
would  have  done.  And  if  we  always  find  excuses  for  why  we  don't 
want  to  support  the  deficit  reduction  plan,  we  will  never  get  the 
job  done.  This  is  obviously 

Mr.  Houghton.  I  am  supporting  the  deficit  reduction  program. 
I  think  it  is  absolutely  right  on.  I  applaud  you,  and  I  applaud  the 
President.  The  only  thing  is  that  I  don't  think  we  ought  to  be  fool- 
ing the  American  people  because  what  we  ought  to  do  is  to  bend 
those  curves  so  that  at  the  end  of  the  5  years  we  are  better  off  and 
not  worse  off,  and  that  is  why  I  talk  about  the  GDP-to-debt  ratio. 

Mr.  Panetta.  Just  to  answer  your  question,  I  think  that  if  we, 
in  fact,  implement  this  plan  to  put  these  policies  in  place,  if  you 
then — ^you  have  seen  what  happened  in  the  bond  market.  If  you 
show  that  we  presented  a  credible  plan,  we  put  it  in  place,  I  think, 
number  one,  the  bond  markets  are  going  to  continue  to  respond. 
Number  two,  the  Fed  is  going  to  continue  to  respond.  Number 
three,  as  a  result  of  the  investment  package,  particularly  on  the 
private  sector  incentives,  that  we  are  going  to  get  more  investment 
that  is  going  to  be  working  in  our  economy.  And  the  fact  is  that 
we  have  used  the  most  conservative  economic  estimates  about 
where  the  economy  is  going.  I  think  the  likelihood  is  that  we  are 
going  to  see  a  very  good  response  to  this  program  once  we  put  it 
in  place. 

Let  me  tell  you,  our  European  allies  right  now,  when  they  have 
met  with  the  Secretary  of  Treasury,  they  say  you  are  the  ball  game 
right  now.  You  are  providing  the  strongest  leadership  when  it 
comes  to  an  economic  plan  in  the  world.  They  say  they  are  begin- 
ning to  hurt,  but  at  least  they  look  to  the  United  States  to  provide 
some  strong  leadership.  If  we  can  do  this,  I  think  we  can  put  our 
path  in  the  right  direction. 
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Chairman  ROSTENKOWSKI.  Mr.  Payne  will  inquire. 

Mr.  Payne.  Thank  you  very  much,  Mr.  Chairman. 

Leon,  thank  you  very  much  for  being  here,  and  thank  you  very 
much  for  being  the  Director  of  0MB.  Having  had  an  opportunity 
to  work  with  you  throughout  the  last  Congress  on  the  Budget  Com- 
mittee, I  can't  think  of  anybody  who  is  better  suited  for  this  posi- 
tion, and  I  appreciate  the  fact  that  you  have  taken  it  on. 

I  really  applaud  President  Clinton,  applaud  you  and  the  adminis- 
tration for  what  I  consider  to  be  a  very  bold,  workable  visionary 
economic  plan.  I  plan  to  support  the  plan  as  a  whole,  and  I  plan 
to  work  with  the  administration  to  define  and  implement  some  ad- 
ditional spending  cuts  such  as  those  that  you  mentioned  in  your 
opening  statement. 

What  I  would  like  to  inquire  about  this  morning  has  to  do  with 
our  committee  and  has  to  do  with  reconciliation.  It  seems  that  as 
we  go  through  the  reconciliation  we  will  be  doing  something  that 
perhaps  you  have  already  done,  and  that  is  we  will  be  looking  at 
some  competing  objectives,  the  objectives  of  creating  economic 
growth  while  at  the  same  time  reducing  our  deficit. 

I  think  as  this  relates  to  the  private  sector  and  as  it  relates  to 
job  creation,  we  will  have  to  look  at  the  administration's  proposals 
and  we  will  look  at  proposals  such  as  increasing  corporate  income 
tax  and  how  this  will  be  done  for  businesses  that  earned  over  $10 
million.  We  will  look  at  the  Btu  tax.  We  will  look  at  investment  tax 
credit  on  the  other  side.  We  will  look  at  capital  gains  tax  reduc- 
tions for  small  businesses.  And,  finally  and  importantly,  we  will 
look  at  what  is  going  on  with  interest  rates  and,  in  fact,  if  they  will 
be  reduced. 

My  question,  then,  is  this:  Has  there  been  analysis  accomplished 
by  0MB  or  is  analysis  being  accomplished  which  might  look  cumu- 
latively at  these  effects  that  are  anticipated  to  determine  that  we 
will,  in  fact,  be  able  to  create  substantial  numbers  of  jobs,  I  under- 
stand as  many  as  eight  million  jobs?  And  exactly  how  does  that 
occur  and  what  is  it  that  we  can  say  to  people  who  seem  to  be  very 
concerned  about  their  businesses  and  their  ability  to  participate  in 
this  job  creation? 

Mr.  Panetta.  Well,  first  of  all,  welcome  to  the  Ways  and  Means 
Committee  because  that  is  what,  obviously,  the  Ways  and  Means 
Committee  has  the  responsibility  to  do  as  you  work  through  the 
reconciliation  package  in  weighing  these  different  recommenda- 
tions. 

Second,  I  would  also  urge  you  to  ask  Laura  Tyson,  who  is  head 
of  the  President's  Council  of  Economic  Advisers.  I  understand  she 
is  appearing  before  you.  And  I  think  she  could  give  you  the  econo- 
mists' view  of  why  we  think  this  is  the  right  policy  to  put  in  place. 

And,  third,  I  would  just  say  to  you  that  we  do  believe  that  this 
has  to  be  viewed  as  a  comprehensive  proposal  if  you  put  in  place 
the  stimulus  package  which  we  think  is  an  insurance  policy  with 
regard  to  where  the  economy  is  going  right  now.  We  think  that, 
while  there  are  some  good  signs,  we  are  concerned  that  you  have 
got  to  keep  some  jobs  moving  and  put  some  jobs  into  the  economy. 
That  is  one. 

Two,  the  investment  package.  The  President  feels  very  strongly 
that  this  country  does  need  to  make  some  very  targeted  invest- 


45 

ments  again,  that  we  have  got  to  make  these  investments  in  infra- 
structure so  we  have  a  first-class  transportation  system  in  this 
country.  We  have  got  to  make  investments  with  regard  to  edu- 
cation and  to  the  kind  of  Hfelong  learning  needs  of  our  people. 

When  I  was  chairman  of  the  Budget  Committee — you  were 
there — CEOs  came  before  the  Budget  Committee  and  said,  you 
have  got  to  fully  fund  Head  Start.  We  want  you  to  fully  fund  Head 
Start.  We  want  you  to  fund  the  WIC  program.  Because  these  are 
investments  in  the  quality  of  people  that  we  ultimately  use  in  our 
corporations  and  in  our  businesses.  We  have  got  to  have  a  skilled 
work  force. 

The  President  believes  you  have  got  to  make  those  investments. 
You  have  got  to  make  investments  with  regard  to  health  care.  You 
have  got  to  make  investments  with  regard  to  technology  and  R&D. 
And  you  have  got  to  provide  these  tax  incentives.  Then  you  do  the 
deficit  reduction. 

Now,  clearly,  this  is — we  are  walking  a  tight  balance  here.  As 
you  build  in  your  stimulus  and  your  investment  package  and  your 
deficit  reduction  comes  in,  the  argument  is  that  deficit  reduction 
does  have  some  negative  short-term  impact.  We  talk  budgets.  You 
know,  budgets,  numbers  represent  people  and  impacts  on  people, 
so  there  is  going  to  be  some  negative  impact  as  you  go  through 
that. 

But  the  combination  of  these  policies,  working  at  the  same  time, 
are  going  to  produce  a  sense  of  confidence  in  this  country  that  we 
are  on  the  right  track.  They  are  having  an  impact  on  interest  rates. 
They  will  have  an  impact  on  the  level  of  investment.  Most  impor- 
tantly, though,  they  will  have  an  impact  on  the  level  of  confidence 
the  American  people  have  about  the  future. 

The  worst  thing  I  see  right  now  is  people  worried  about  whether 
their  kids  are  going  to  have  a  better  life  in  this  country.  That  is 
the  worst  problem  we  have  in  the  United  States  right  now  is  people 
who  are  worried  about  their  kids.  I  worry  about  my  three  sons.  Are 
they  going  to  have  a  better  life?  My  father  and  mother  who  came 
to  this  country  as  immigrants,  I  mean,  their  dream,  what  they 
worked  for  every  day  of  their  lives,  was  that  they  wanted  to  have 
their  kids  have  a  better  life.  That  is  what  the  American  dream  is 
about,  and  we  are  seeing  that  American  dream  evaporate. 

So  the  key  here  is  to  try  to  provide  change  and  a  sense  of  con- 
fidence to  the  American  people  that  our  kids  are  indeed  going  to 
have  a  better  life  in  the  future.  I  think  this  plan  does  that. 

Mr.  Payne.  Thank  you,  Mr.  Director. 

Chairman  ROSTENKOWSKI.  Mr.  Hoagland  will  inquire. 

Mr.  Hoagland.  Well,  thank  you,  Mr.  Chairman. 

Leon,  I  also  want  to  commend  your  leadership  and  your  energy 
and  your  commitment  that  you  have  brought  to  this  effort.  There 
is  really  nobody  better  in  the  work  that  we  have  done  in  the  last 
four  years  together  on  the  Floor.  You  are  an  authentic  deficit 
hawk — I  think  we  understand  that — and  you  are  in  a  great  spot 
right  now  for  the  good  of  the  country. 

Sandy  Levin  talked  about  his  lively  constituent  meetings,  and  I 
had  one  Sunday.  And  I  would  like  to  talk  to  you  about  one  pro- 
posal, one  area,  where  we  might  be  able  to  achieve  some  additional 
savings.  The  proposed  investment  tax  credit  that  is  described  in  "A 
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Vision  of  Change  for  America"  is  basically  divided  into  two  pieces. 
First,  there  is  a  small  business  investment  tax  credit  which  would 
be  available  for  businesses  with  an  average  annual  gross  receipt  of 
less  than  $5  million. 

I  would  like  to  focus  on  a  second  piece,  Leon,  the  so-called  incre- 
mental investment  tax  credit.  Now,  that  incremental  credit  would 
be  available  to  businesses  with  gross  revenues  in  excess  of  $5  mil- 
lion. It  would  be  a  temporary  credit  covering  property  placed  in 
service  on  or  before  December  31,  1994.  Taxpayers  would  be  eligi- 
ble to  claim  an  incremental  credit  in  excess  of  their  investment  in 
property  over  a  fixed  base. 

Now,  the  Treasury  report  notes  that  it  would  promote  the  pur- 
chases of  new  equipment  and  thereby  promote  capital  investment, 
modernization  and  more  rapid  economic  recovery  in  the  short  run. 
These,  of  course,  are  laudable  goals.  The  problem  is  that  it  will 
only  produce  a  more  rapid  recovery  if,  in  fact,  the  businesses  taking 
advantage  of  it  are  acquiring  equipment  that  they  would  not  have 
but  for  the  availability  of  the  credit. 

Now,  I  am  being  advised  by  a  number  of  CFOs  and  CEOs  of  siz- 
able companies  in  Nebraska,  including  Fortune  500  companies, 
that  the  availability  of  the  incremental  credit  would  not  actually 
impact  their  investment  decisions,  that  they  would  be  more  than 
willing  to  accept  the  tax  benefits  of  it  but  that  it  would  not  change 
their  conduct,  and,  clearly,  we  don't  want  to  reward  conduct  that 
would  have  occurred  anyway. 

And  I  just  wonder,  given  the  fact  that  the  recent  studies  have 
broken  out  the  revenue  loss  from  this  particular  tax  credit  pro- 
posal, the  incremental  tax  credit  proposal,  as  between  $9  million 
and  $12  million — I  guess  what  I  am  asking  you  to  do  is  to  defend 
that  proposal.  Is  it  worth  the  $9  to  $12  million  or  perhaps  more 
that  it  is  going  to  cost  the  Treasury  over  the  next  four  to  five 
years?  Is  there  really  solid  evidence  that  it  is  going  to  affect  busi- 
ness decisions  out  there? 

Mr.  Panetta.  Obviously  this  is  something  we  need  to  continue 
to  analyze  and  make  sure  that  we  are  making  the  best  possible  rec- 
ommendation. 

We  think  this  does  make  sense.  The  reason  we  think  that  the  in- 
cremental tax  credit  makes  sense  is  because  what  is  needed  here 
is  that  kind  of  jolt  to  try  to  push  people  along,  to  try  to  make  those 
investments  that  should  be  made  now,  knowing  that  they  are  going 
to  have  benefits  of  this  tax  credit. 

The  key  here  is  that  in  our  talking  to  people  at — in  various 
chambers  of  commerce,  the  business  community  that  we  have 
talked  to,  we  have  talked  to  both  mayors  and  Ck)vernors  as  well  as 
a  lot  of  small  business  people  throughout  the  country,  the  sense  is 
that  this  is  going  to  help.  It  is  not  going  to — they  want  to  be  able 
to  start  some  investment.  This  is  part  of  the  answer,  part  of  the 
answer. 

The  other  part  of  the  answer  is  trying  to  get  the  credit  crunch 
loosened  up  in  this  country  so  that,  in  fact,  banks  are  going  to  be 
willing  to  make  those  loans.  And  the  President  will  be  announcing 
a  package  to  try  to  make  sure  that  we  loosen  up  on  the  credit 
crunch  as  well.  Combine  that  with  what  we  are  doing,  obviously, 
on  deficit  reduction  in  the  long  run,  combined  with  some  of  these 
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other  tax  incentives.  We  think  that  the  package  represents  the 
kind  of  incentives  that  are  going  to  help  business  try  to  pull  out 
of  this  recession. 

So  I  am  well  aware  of  the  concerns  about,  you  know,  will  this  in 
and  of  itself,  determine  investment  decisions.  That  is  questionable. 
But  if  it  is  combined  with  the  rest  of  this  package  in  terms  of  the 
other  tax  incentives  that  are  part  of  it,  combined  with  what  we  are 
doing  on  deficit  reduction,  combined  with  what  the  ultimate  impact 
I  think  will  be  on  interest  rates,  combined  with  what  we  want  to 
do  on  the  credit  crunch,  then  I  think  the  answer  is  that  this  pack- 
age can,  in  fact,  provide  the  stimulus  we  need. 

Mr.  HOAGLAND.  But,  Leon,  if  we  are  not  satisfied  that  this  ex- 
penditure of  $9  to  $12  million  in  tax  expenditures,  in  revenue  loss, 
you  know,  will  affect  all  our  behavior,  then  it  would  be  better  not 
to  put  it  in  the  package,  wouldn't  it? 

Mr.  Panetta.  Again,  I  guess  what  I  would  urge  you  to  do, 
Peter — you  have  to  look  at  the  overall  package.  If  you  isolate  any 
one  of  these  pieces  in  and  of  itself,  if  you  say,  look,  if  we  just  do 
the  extender  on  tax  credit  for  R&D  by  itself,  is  that  going  to 
produce  a  lot  more  R&D  in  the  country?  Who  knows?  Maybe  yes. 
Maybe  no. 

But  when  you  combine  the  extender  in  the  R&D,  combined  with 
the  other  extenders,  combined  with  this,  combined  with  what  we 
are  doing  on  targeted  capital  gains  as  well  as  some  of  the  other 
pieces,  then  I  think  the  answer  becomes  yes.  So  that  is  what  I 
would  urge  you  to  do.  I  know  that  you  are  concerned  about  that. 

Chairman  ROSTENKOWSKI.  Mr.  Hancock  will  inquire. 

Mr.  Hancock.  Thank  you,  Mr.  Chairman. 

I  would  like  to  address  the  Congressman  from  Nebraska's  com- 
ment about  the  investment  tax  credits.  There  is  a  factor  that  a  lot 
of  us  don't  consider  when  we  talk  strictly  about  the  businessman 
making  a  decision  on  whether  he  should  expand  his  business  based 
on  the  investment  tax  credit.  You  also  have  to  consider  the  jobs 
created  by  the  companies  that  supply  him  with  equipment.  If  he 
doesn't  postpone  ordering,  you  do  generate  economic  activity  from 
those  supplying  organizations  that  fill  the  orders.  So  it  is  a  much 
bigger  picture.  You  can't  just  look  at  one  factor. 

I  happen  to  be  a  businessman.  I  happen  to  have  been  involved 
a  little  bit  in  selling  equipment  that  qualifies  under  the  investment 
tax  credit.  And,  quite  frankly,  it  does  generate  economic  activity. 
So  there  is  more  to  it  than  just  the  first  orders  that  you  look  at. 

I  have  a  little  cold  as  you  can  tell. 

One  of  the  things  that  came  out  of  the  meeting  we  had  last 
Wednesday  with  the  President  was  a  little  item  called  line  item 
veto.  The  President  made  the  comment  that,  as  Cxovemor  of  Arkan- 
sas, he  exercised  the  line  item  veto  20  times.  As  a  result  of  doing 
that,  it  seemed  that  the  State  legislature,  the  parallel  of  the  U.S. 
Congress,  learned  its  lesson  and  quit  sending  stuff  to  him  which 
would  be  line  item  vetoed. 

He  asked  and  said  during  the  campaign  he  would  like  to  have 
a  line  item  veto.  I  noticed  in  his  State  of  the  Union  Message  he  did 
not  ask  for  it.  However,  he  did  say  to  this  group  that  if  you  send 
me  a  line  item  veto,  I  will  sign  it. 
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I  think  the  Republicans  are  willing  at  least  170-some  odd  of  us 
are  willing  to  vote  for  a  line  item  veto  for  Bill  Clinton.  Can  you  get 
us  enough  Democrats  to  do  the  job? 

Mr.  Panetta.  Well,  we  had  a  very  strong  vote  on  this  issue  in 
the  last  Congress.  I  think  it  was  an  overwhelming  vote  of  both  Re- 
publicans and  Democrats  supporting  the  so-called  enhanced  rescis- 
sion approach  to  line  item  veto.  And  as  a  matter  of  fact,  this 
Wednesday  I  am  going  to  be  testifying  before  the  Government  Op- 
erations Committee  here  in  the  House  in  support  of  that  proposal. 
So  I  hope  that  Congress  does  move  that  legislation,  both  the  House 
and  the  Senate. 

The  Senate — we  understand  there  are  some  additional  problems. 
But  we  think  that  it  is  important  to  start  that  ball  rolling  in  the 
House  side.  And,  as  the  President  indicated  to  you,  he  will  support 
that  effort,  and  he  will  sign  that  bill. 

Mr.  Hancock.  I  wasn't  enthused  about  enhanced  rescission.  I 
think  it  ought  to  be  line  item  veto.  I  think  it  ought  to  be  short, 
sweet,  simple  and  give  him  the  authority.  I  think  this  is  a  tool  of 
management.  It  is  a  tool  that  anybody  has  to  have  before  they  can 
control  the  budget. 

Let  me  ask  a  question.  During  the  campaign  a  statement  was 
made  having  to  do  with  the  Social  Security  earnings  limit.  The 
President  was  in  favor  of  getting  rid  of  the  earnings  limit  on  Social 
Security  for  people  65  to  70.  Maybe  I  am  interested  in  it  because 
I  am  63  years  old,  but,  there  is  nothing  in  your  proposal  that  even 
mentions  it.  Has  there  been  any  consideration  given  to  that? 

Mr.  Panetta.  We  have  not  specifically  discussed  the  issue  of 
earnings  limitations.  Obviously,  if  it  were  to  happen,  we  would 
want  it  to  be  done  on  a  pay-go  basis  so  that  we  don't  lose  a  lot  of 
revenues  as  a  result  of  doing  that.  That  would  have  an  impact  on 
the  Social  Security  trust  fund  and,  for  that  matter,  on  our  deficit 
reduction  efforts. 

But  I  think — in  terms  of  substance,  I  think  the  President  shares 
some  of  the  same  concerns  you  do,  and  he  reflected  those  during 
the  campaign.  But  if  we  take  any  action  on  that  it  ought  to  be  paid 
for. 

Mr.  Hancock.  One  final  question.  How  do  I  go  about  explaining 
to  senior  citizens  that  an  increase  in  the  tax  on  Social  Security 
from  50  percent  to  85  percent  would  be  scored  as  a  cut  in  spend- 
ing? 

Mr.  Panetta.  Under  the  scoring  proposals  that  we  have  used 
during  Republican  administrations  and  Democratic  administra- 
tions, but  particularly  even  in  the  last  budget  agreement,  normally, 
when  you  reduce  benefits  that  are  entitlement  benefits — for  exam- 
ple, if  you  shave  COLAs  or  take  anything  off  the  benefit  side,  it  is 
viewed  as  a  spending  savings. 

For  example,  one  of  the  arguments  we  get  on  fees  is  why  should 
fees  be  considered  a  spending  savings.  Fees  are  considered  a  spend- 
ing savings  because  it  reduces  spending  on  the  part  of  the  Federal 
Government.  You  take  in  fees.  It  reduces  the  spending  you  have  to 
do  in  various  areas.  In  this  instance,  it  is  viewed  as  a  benefit  re- 
duction, and,  therefore,  has  been  counted  in  the  past  as  a  spending 
savings. 
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I  don't  want  to — I  have  kind  of  taken  the  approach  that,  look, 
you  don't  have  to  put  it  in  that  category.  If  you  want,  you  can  cat- 
egorize it  as  a  revenue  increase.  But  I  think  the  bottom  Hne  is  that 
we  need  to  get  it  done  in  order  to  complete  the  deficit  reduction 
package. 

Mr.  Hancock.  Thank  you  very  much. 

Chairman  Rostenkowski.  Mr.  McNulty  will  inquire.  Mr.  McNul- 

ty? 

Mr.  Reynolds  will  inquire. 

Mr.  Reynolds.  Thank  you,  Mr.  Chairman. 

It  is  good  to  see  you  again,  Mr.  Panetta.  Congratulations.  Thank 
you  so  much  for  coming  today  and  sharing  with  us  some  of  the 
President's  ideas  on  the  deficit  reduction  program  and  our  eco- 
nomic growth  program. 

As  you  know,  I  am  particularly  concerned  about  the  costs  in  our 
economy  that  guns  cause.  Last  year  in  Chicago  40  people  were  shot 
every  day  and  2  of  them  died.  That  was  an  enormous  cost  on  the 
health  providers  because  most  of  these  folks — a  lot  of  these  folks 
weren't  insured.  I  am  going  to  introduce  legislation  which  would  ef- 
fectively double  the  excise  tsix  on  guns.  If  that  legislation  had  been 
in  place  or  if  the  law  had  been  in  place  last  year,  that  would  have 
been  an  additional  $80  million  which  could  go  into  a  trust  fund 
that  would  go  to  hospitals  to  help  defray  the  cost  of  caring  for  unin- 
sured gunshot  victims. 

I  have  heard  a  lot  of  talk  about  the  possibility,  and  my  question 
is,  can  you  comment  on  whether  or  not  the  reports  that  we  read 
that  the  President  is  seriously  considering  such  a  tax  be  included 
in  the  stimulus  program? 

Mr.  Panetta.  This  would  be  a  tax,  again,  on  what? 

Mr.  Reynolds.  On  guns.  An  excise  tax  on  guns. 

Mr.  Panetta.  We  discussed  a  lot  of  issues  and  a  lot  of  ap- 
proaches to  this.  I  have  to  tell  you  that,  at  least  as  far  as  I  know — 
and  you  should  ask,  I  believe,  Secretary  Bentsen  the  question,  at 
Treasury — but  as  far  as  I  know  that  is  an  issue  that  is  not  being 
considered  at  this  point.  I  think,  as  the  President  would  say,  obvi- 
ously, if  the  committees  decide  that  they  want  to  move  some  pro- 
posals along  those  lines,  we  would  be  happy  to  try  to  work  with  you 
on  that.  The  key  is  that  you  want  to  be  able  to  try  to  insure  that 
whatever  proposals  you  put  in  we  protect  a  coalition  of  votes  to  try 
to  get  the  overall  package  through. 

Mr.  Reynolds.  I  understand  that.  It  appears  that  from  an  article 
in  this  week's  Newsweek  that  the  President  is,  in  fact,  somewhat — 
and  the  administration  is  considering  this. 

Mr.  Panetta.  What  I  am  finding  out  is  that  it  is  a  big  adminis- 
tration. 

Mr.  Reynolds.  I  will  bet  you  are.  I  hope  to  work  with  you  fur- 
ther on  this  issue  and  look  forward  to  doing  just  that. 

Thank  you,  Mr.  Chairman. 

Chairman  Rostenkowski.  Mr.  Jefferson  will  inquire. 

Mr.  Jefferson.  Mr.  Panetta,  let  me  ask  you,  I  know  a  great  em- 
phasis in  this  program  is  to  create  jobs  through  targeted  provisions 
in  the  tax  laws,  in  the  capital  gains  provisions  and  in  the  invest- 
ment tax  credit  provisions.  I  want  to  ask  about  the  capital  gains 
provision  if  I  might. 
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I  would  like  to  have  you  try  and  quantify  how  you  see  these  pro- 
visions playing  out  to  create  jobs  in  the  inner-city  areas.  I  know 
there  is  an  enterprise  zone  provision,  but,  as  I  appreciated  it,  it  is 
kind  of  a  long-term  idea.  And  it  can  only  really  work  if  a  company 
is  sitting  in  one  of  these  areas  that  we  are  trying  to  target  and  it 
is  profitable  and,  therefore,  can  take  advantage  of  the  income  tax 
credits  that  would  be  permitted. 

The  real  problem  is  a  gap  in  capital.  If  you  look  at  the  1990  in- 
terim report  of  the  Minority  Business  Development  Authority,  it 
states  there  that  the  real  need  is  availability  of  capital  and  that 
really  what  we  are  talking  about  here  is  not  so  much  debt-financed 
capital  but  venture  capital  as  well.  And  so  I  want  to  know  whether 
you  will  drive  venture  capital  to  the  minority  business  community 
because  history  teaches  that  these  minority  businesses  hire  Afri- 
can-Americans, Hispanics,  Asians,  minorities  that  are  in  these 
communities.  They  hire  them  quite  well.  And  so  if  you  are  going 
to  get  at  employing  minorities,  we  have  to  get  at  closing  the  capital 
gap  that  affects  minority  businesses.  So  is  there  anything  here  that 
deals  with  that  aspect  of  it?  Tell  me  in  a  few  years  how  it  plays 
out. 

Mr.  Panetta.  Well,  you  have  raised  a  legitimate  concern  which 
is  that  sometimes  the  credits  that  apply  to  some  businesses  in 
other  areas,  when  you  look  at  the  inner  city,  is  that  something  that 
they  can  benefit  from?  We  think  that,  ultimately — obviously,  if  we 
can  implement  an  enterprise  zone  approach  here  that  tries  to  focus 
some  of  the  targeted  tax  incentives  to  those  enterprise  zones  that 
there  can  be  a  benefit.  That  is  a  little  long  range,  I  admit  that. 

I  think  in  the  short  term,  the  combination  of  what  you  have  in 
the  stimulus  package  plus  some  of  the  investment  pieces  are  prob- 
ably the  best  directed  efforts  that  you  can  have  with  regard  to  the 
inner  city. 

For  example,  we  put  a  large  investment  in  CDBGs.  My  experi- 
ence with  community  development  block  grants  is  that  those  are 
the  most  effective  at  being  targeted  at  projects  ready  to  go  and  at 
the  communities  that  need  them  the  most,  and  they  come  with  a 
minimum  of  strings  attached  to  them.  And  I  think  they  are  the 
kind  of  direct  investments  that  would  help  particularly  in  inner 
cities.  We  combine  that  with  the  Economic  Development  Adminis- 
tration, which  is  also  very  effective. 

I  have  to  tell  you  my  own  experience  in  a  community  that  was 
hit  by  a  base  closure  is  that  the  two  best  things  going  for  that  com- 
munity are  CDBGs  and  EDA  because  they  are  able  to  send  money 
directly  into  that  community  to  try  to  assist  with  economic  redevel- 
opment. 

In  addition  to  that,  obviously,  we  have  the  targeted  programs 
with  regard  to  jobs,  job  training,  as  well  as  these  investment  tax 
credits  which  even  if  a  company  goes  into  that  area  and  decides 
they  do  want  to  invest  more  in  terms  of  equipment  or  building  in- 
vestment, that  will  help  them  as  well.  So  it  is  really  that  combina- 
tion of  programs  that  I  think  is  much  more  beneficial  to  the  inner 
city  businessmen  than  if  you  just  pick  out  one  of  these  tax  incen- 
tives. 

Mr.  Jefferson.  I  appreciate  your  response,  and  I  agree  with 
what  you  have  said.  But  I  want  to  ask  you  this,  if  you  would  be 


51 

open  to  our  talking  about  a  program  that  might  lure  venture  cap- 
ital into  minority  communities.  I  am  thinking  of  a  capital  gains  ex- 
clusion of  50  percent  with  a  3-  or  4-year  holding  period  targeted  to 
minority  businesses.  It  might  be  a  good  way  to  draw  venture  cap- 
ital in  if  we  use  that  vehicle.  If  investment  were  to  take  place,  the 
preference  would  operate  in  the  same  way  as  a  magnet  to  draw  the 
venture  capital  in.  That  is  a  real  need. 

Mr.  Panetta.  I  think  that  is  worth  looking  at. 

Mr.  Jefferson.  I  would  like  to  talk  to  you  about  that  further. 

Thank  you,  Mr.  Chairman. 

Chairman  ROSTENKOWSKI.  Mr.  Archer  for  a  unanimous  consent 
request. 

Mr.  Archer.  Thank  you,  Mr.  Chairman. 

I  had  an  opening  statement  which  it  would  be  inappropriate  for 
me  to  read  at  this  time.  I  ask  unanimous  consent  that  it  be  placed 
in  the  record  at  the  beginning  of  these  proceedings. 

Chairman  Rostenkowski.  Without  objection,  it  is  so  ordered. 

Mr.  McCrery. 

Mr.  McCrery.  Thank  you,  Mr.  Chairman. 

Over  here,  Mr.  Panetta.  Welcome  to  the  Ways  and  Means  Com- 
mittee. 

Mr.  Panetta,  you  have  heard  it  said,  I  am  sure,  that  the  reformed 
smokers  are  probably  the  worst  about  tolerating  smoke.  Well,  you 
are  looking  at  a  reformed  summit  supporter.  You  will  recall  I  sup- 
ported the  summit  in  1990  and  gritted  my  teeth  and  swallowed 
what  we  had  before  us.  But  as  a  reformed  summit  supporter  I  can 
tell  you  that  I  am  not  going  to  support  this  package,  and  I  am  not 
going  to  support  any  package  that  does  not  have,  (a),  more  spend- 
ing cuts  than  tax  increases,  and,  (b),  those  spending  cuts  up  front 
and  not  backloaded.  I  don't  think  this  program  passes  either  test. 

I  have  got  to  say  that  serving  with  you  on  the  Budget  Committee 
was  a  very  good  experience.  I  admired  the  way  you  handled  that 
committee.  I  thought  you  were  straightforward  and  honest  with  the 
committee,  and,  really,  I  respected  your  handling  of  our  committee. 
I  expect  you  to  perform  the  same  way  as  Director  of  the  0MB,  and 
I  am  looking  forward  to  that. 

But  in  your  early  statements  on  this  whole  matter  of  getting  the 
deficit  under  control — and,  in  fact,  I  think  you  were  speaking  be- 
fore the  Senate  just  about  a  month  ago  or  so — you  said  that  the 
plan  you  were  going  to  come  up  with  was  going  to  have  $2  of 
spending  decreases  for  every  $1  of  tax  increases.  What  happened? 
Frankly,  even  as  a  summit  supporter  reformed,  I  could  have  gritted 
my  teeth  one  more  time  and  supported  something  of  that  sort. 
Wliat  happened  to  that? 

Mr.  Panetta.  Let  me  ask  you,  do  you  support  a  freeze  on 
COLAs? 

Mr.  McCrery.  Mr.  Panetta,  you  know  from  1990  that  I  am  will- 
ing to  support  a  lot  of  stuff  that  I  don't  want  to  support  if  it  is 
going  to  get  this  country  in  better  shape.  But  you  said — you  your- 
self said — and  I  have  said  you  are  an  honest  guy  and  I  like  you — 
that  your  sum  was  $2  of  spending  cuts  for  every  $1  of  tax  in- 
creases. I  am  just  asking  you  what  happened  to  that  plan  that  I 
might  have  supported? 
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Mr.  Panetta.  The  answer  to  the  question  is  there  are  a  lot  of 
Members  who,  when  it  cornes  down  to  deaHng  with  spending  cuts, 
have  serious  problems,  particularly  when  it  comes  to  retirement 
programs  and  dealing  with  the  whole  issue  of  what  we  do  with 
cost-of-living  increases.  And  that  was  a  concern  on  the  Senate  side. 
It  was  a  concern  on  the  House  side  as  well.  And,  for  that  reason, 
the  President  felt  that  it  was  very  difficult  to  put  that  into  a  pack- 
age and  have  it  blow  up  and  undercut  the  package  to  begin  with. 

We  started  as  always,  using  a  target  of  two  to  one,  because  I 
think  it  is  an  important  place  to  start.  Ultimately,  this  package 
gets  us  there.  Sure,  taxes,  when  you  put  taxes  in  place,  they  go 
into  effect  more  immediately.  The  spending  cuts,  as  you  know  from 
the  defense  budget,  you  don't  get  those  dollars  in  the  first  year. 
You  don't  even  get  them  in  the  second  year.  It  takes  3  to  4  years 
to  get  the  dollars  out  of  the  defense  budget. 

The  same  thing  is  true  with  regard  to  entitlement  savings  and 
Medicare  savings.  You  don't  get  those  dollars  immediately.  Those 
dollars  flow  in  3  and  4  years  down  the  road.  When  you  look  at  the 
bottom  line  at  the  end  of  the  road,  we  are  achieving  more  in  spend- 
ing reductions  than  we  are  in  revenues,  almost  60-40  in  1997,  so 
we  do  move  in  the  right  direction.  And  so  I  guess  I  would  just  urge 
you,  when  you  are  looking  at  a  comprehensive  plan  like  this,  you 
not  look  just  at  the  first  year. 

And  that  is  true  for  the  budget  agreement.  You  supported  the 
budget  agreement.  You  didn't  get  an  immediate  return  in  the  first 
year.  It  took  a  while  to  develop  the  $100  billion  in  savings  that 

Mr.  McCrery.  We  don't  want  to  talk  about  the  effect  that  sum- 
mit agreement  had  on  the  economy,  I  don't  think. 

Mr.  Panetta.  Don't  walk  away  from  that  too  fast. 

Mr.  McCrery.  We  don't  want  to  talk  about  the  deficit  reduction 
that  was  achieved  from  that  summit.  So  don't  get  us  into  that. 

Now  if  you  look  at  your  current  proposal  and  you  remove  the  So- 
cial Security  increase,  which  both  CBO  and  the  Joint  Tax  Commit- 
tee have  said  should  be  scored  as  a  tax  increase,  and  if  you  reclas- 
sify the  earned  income  tax  credit  that — again,  CBO  has  said  it 
should  be  scored  as  a  spending  reduction  increase — what  is  your 
ratio  now  in  this  package  of  tax  increases  to  spending  cuts? 

Mr.  Panetta.  Well,  I  think  that  the  numbers  that  we  have  on 
page  22  are  still  the  numbers  we  are  working  with.  It  looks  like 
the  Budget  Committees  on  both  sides  will  probably  be  adding  to 
the  spending  cuts,  particularly  in  the  early  years,  1994  and  1995, 
so  that  it  will  probably  be  more — I  don't  know — I  would  imagine 
maybe  even  dollar  for  dollar  in  1994  and  1995.  If  that  is  true,  by 
the  time  we  get  to  the  overall  package,  you  may  very  well  approach 
a  2-to-l  number  with  regard  to  spending  reductions  versus  reve- 
nues. 

Mr.  McCrery.  You  didn't  accept  the  premise.  I  appreciate  that. 
But  when  you  reclassify  properly  the  Social  Security  tax  and  the 
earned  income  tax  credit  as  CBO  and  Joint  Tax  do  then  you  get 
numbers  like  $290  billion  of  tax  increases  over  5  years  and  only 
about  $100  billion  of  spending  reductions. 

Mr.  Panetta.  In  the  final  analysis,  no  matter  how  you  score  So- 
cial Security — no  matter  how  you  score  Social  Security,  however 
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you  want  to  do  it,  the  bottom  line  is  that  there  are  more  spending 
cuts  than  tax  increases  by  1998.  No  matter  how  you  do  it. 

Mr.  McCrery.  Over  a  5-year  period,  though,  no,  sir.  Perhaps  in 
the  last  year  you  can  get  that,  but  over  the  full  5-year  program 

Mr.  Panetta.  If  you  look  at  the  whole  package 

Mr.  McCrery.  I  am  looking  at  the  whole  package.  I  am  looking 
at  the  5-year  effect.  It  is  nearly 

Mr.  Pickle  [presiding].  The  time  of  the  gentleman  has  expired. 

Mr.  Coyne  will  be  recognized. 

Mr.  Coyne.  Thank  you,  Mr.  Chairman. 

Welcome,  Director  Panetta.  I  want  to  commend  you  on  a  very  ef- 
fective and  comprehensive  and  direct  and  honest  statement  about 
where  we  are  relative  to  the  President's  package  and  relative  to 
what  effect  that  is  going  to  have  on  the  deficit  situation.  You  and 
the  President  are  to  be  commended  for  giving  accurate  figures  and 
forthright  figures,  and  that  is  a  welcome  change  here  in  Washing- 
ton. 

My  question  has  to  do  with  the  North  American  Free  Trade 
Agreement  and  the  possibility  that  we  here  in  Congress  and  the 
President  might  adopt  a  North  American  Free  Trade  Agreement 
and  what  provision  has  been  made  or  will  be  made  for  those  people 
who  may  find  themselves  dislocated  as  a  result  of  the  implementa- 
tion of  a  NAFTA  agreement. 

Mr.  Panetta.  We  are — obviously,  the  President  is  very  concerned 
that  we  include  sufficient  funds  in  here  to  deal  with  at  least  the 
short-term  impact  of  an  agreement  like  that,  particularly  with  re- 
gard to  dislocated  workers.  There  is  a  significant  amount  that  we 
have  built  in  here.  We  are  looking  at  almost  $2  billion  by  1997  on 
dislocated  workers.  I  think  it  is  about  five  overall — five  to  six  over- 
all. 

We  also  tried  to  target  help  with  regard  to  job  training  programs. 
We  have  significant  targeted  increases  in  job  training,  and  we  also 
try  to  improve  job  placement  provisions. 

Secretary  Reich  right  now  is  working  on  a  proposal  for  dislocated 
workers  because  we  are  concerned  not  only  about  the  impacts  of 
the  NAFTA  agreement  but  also,  if  we  implement  these  base  closure 
proposals  we  have  inherited  from  prior  policies,  we  are  going  to 
have  some  additional  dislocated  workers  as  a  result  of  that.  I  think 
what  we  are  going  to  find  is  that  that  program  is  going  to  be  very 
key  to  trying  to  make  this  transition  both  with  regard  to  the 
NAFTA  agreement  as  well  as  some  of  the  reductions  that  are  part 
of  the  proposal. 

Mr.  Coyne.  On  another  subject,  since  the  President  has  made  his 
proposal  to  the  Nation  there  has  been  speculation  that  inasmuch 
as  the  economic  projections  and  the  forecasts  and  the  results  of  the 
markets  have  been  very  positive  and  we  are  getting  some  positive 
economic  news  since  the  President  has  made  his  proposal  that 
maybe  we  ought  to  delay  or  do  away  with  the  economic  stimulus. 

The  question  I  have  is,  how  important  is  it  to  have  the  economic 
stimulus  package  to  make  the  budget  figures  work? 

Mr.  Panetta.  The  President  thinks  that  it  is  extremely  impor- 
tant that  we  continue  to  focus  on  the  need  for  a  stimulus  package 
in  this  country.  We  have  gotten  some  encouraging  growth  numbers. 
We  have  gotten  some  encouraging  unemployment  numbers  this 
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past  week.  But  the  fundamental  problems  in  the  economy  are  still 
there.  We  are  still  seeing  contractions  in  businesses  and  corpora- 
tions. They  are  still  lajdng  off  people  almost  every  week.  We  are 
going  to  see  continuing  contractions  with  regard  to  defense  clo- 
sures. 

I  used  to  represent  a  community  that  was  hit  by  base  closure. 
The  decision  on  a  base  closure  was  2  years  ago.  This  is  the  first 
year  the  troops  are  moving,  and  so  we  are  having  the  impact  this 
year.  And  other  communities  are  going  through  the  same  thing. 
When  this  list  comes  out  within  the  next  few  weeks  on  additional 
base  closures,  you  better  believe  that  there  are  going  to  be  some 
contractions  that  take  place  as  a  result  of  that. 

In  addition  to  that,  you  are  looking  at  continuing  unemployment 
numbers  that  are  high.  We  are  still  looking  at  a  credit  crunch  in 
our  economy.  So  the  fundamental  question  everybody  has  got  to 
ask  js,  are  you  willing  to  take  a  risk  with  the  present  economy?  Are 
you  willing  to  take  a  risk  by  doing  nothing?  The  President  thinks 
that  the  message  that  came  out  of  the  November  election  was, 
don't  take  a  risk.  Try  to  take  some  action  to  ensure  that  this  recov- 
ery keeps  going.  This  stimulus  package  is  extremely  important 
right  now. 

Mr.  Coyne.  So  not  only  is  it  important  to  put  people  back  to 
work  it  is  important  for  the  economy  as  a  whole. 

Mr.  Panetta.  I  think  it  provides  the  kind  of  investment,  short- 
term  investment  in  the  economy  that  will  get  this  recovery  going 
and  provide  the  kind  of  cushion  we  need  when  we  get  into  heavy 
deficit  reduction. 

Mr.  Coyne.  Thank  you  very  much. 

Mr.  Pickle.  The  Chair  recognizes  Mr.  Brewster. 

Mr.  Brewster.  Thank  you,  Mr.  Chairman. 

Leon,  I  don't  guess  it  would  be  appropriate  to  ask  if  the  base  clo- 
sure had  anything  to  do  with  your  move  over  to  0MB,  but  it  is  cer- 
tainly a  pleasure  to  have  you  with  us  today.  And  I  think  the  ulti- 
mate commendation  for  what  you  and  the  President  are  doing  ad- 
dressing the  deficit,  comes  from  the  fact  that  the  markets  have  re- 
acted as  positively  as  they  have,  both  the  stock  market  and  bond 
market.  It  is  obvious  investors  believe  that  you  are  serious  and 
that  you  are  going  to  do  something  to  correct  the  Nation's  deficit. 

I  did  eight  town  meetings  during  the  recent  work  period  in  Feb- 
ruary. At  those  town  meetings  our  constituents  made  it  clear  that 
they  are  ready  for  change.  They  are  ready  to  pay  some  additional 
taxes.  They  are  ready  for  some  serious  cuts.  Most  said  they  would 
like  to  see  additional  cuts  to  what  were  in  the  package.  All  said 
they  thought  it  was  important  that  the  taxes  raised  go  to  reduce 
the  deficit. 

As  you  are  aware,  there  is  a  group  of  us  who  put  together  a  pro- 
gram that  would  require  the  taxes  raised  must  go  into  a  trust  that 
can  only  be  used  to  reduce  the  deficit  and  that  any  new  spending 
cuts  have  to  come  from  cuts  in  existing  programs.  I  would  certainly 
encourage  the  administration  to  look  at  that  closely  because  the 
public  certainly  accepts  and  supports  that. 

Another  thing  that  I  think  is  very  important  is  on  the  energy 
tax,  the  Btu  tax.  Whatever  we  do,  however  it  is  structured,  it  must 
be  collectible,  and  it  must  be  fair.  From  many  standpoints  I  would 
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hope  that  you  looked  at  the  collectibility  side  of  it  as  being  very  im- 
portant, especially  on  natural  gas,  oil,  and  electricity. 

From  the  fairness  standpoint,  I  would  hope  that  you  would  look 
at  the  problems  concerning  the  collection  on  oil  or  refined  products. 
As  you  are  aware,  the  number  of  Btu's  in  a  barrel  of  oil  are  roughly 
twice  that  as  in  a  barrel  of  gasoline,  so  if  we  are  not  careful  in  the 
way  this  is  structured  we  will  eliminate  refining  jobs  in  the  United 
States  and  have  refined  products  coming  in  here  from  all  over  the 
world  because  the  tax  would  be  roughly  half  that  of  gasoline  re- 
fined in  the  United  States.  I  would  hope  you  would  look  at  that. 

Another  thing,  cost  containment  on  health  care.  If  we  bring  35 
million  people  into  the  system  and  we  have  no  cost  containment, 
whatever  we  do  on  the  deficit  is  for  naught.  I  think  it  is  extremely 
important  that  we  develop  cost  containment  procedures  all  the  way 
through,  and  I  think  that  we  must  do  that  if  we  are  to  control 
health  care  costs. 

The  second  part  that  really  kind  of  struck  me  as  unusual,  why 
in  the  world  don't  we  have  any  providers,  any  people  who  have 
been  in  the  health  care  field  as  actual  providers  on  the  health  care 
task  force? 

Mr.  Panetta.  Okay,  what  you  have  is  a  situation  where  people 
who  actually  serve  on  the  task  force  itself  have  got  to  complete  all 
of  the  ethics  forms,  et  cetera,  in  order  to  be  part  of  that  kind  of 
actual  working  group.  But  I  can  assure  you  that  the  task  force  it- 
self is,  in  fact,  working  with  the  AMA,  working  with  the  providers, 
working  with  the  hospital  people,  working  with  all  of  those  who 
service  the  health  care  industry  in  this  country.  And  they  are,  in 
fact,  very  active  advisers  with  regard  to  the  various  proposals  that 
we  are  dealing  with. 

So  I  think — the  President  I  think  would  assure  you  and  I  think 
assure  the  rest  of  the  country  that  while,  for  whatever  ethics  pur- 
poses, they  can't  sometimes  be  in  the  actual  room  where  the  draft- 
ing is  going  on,  they  are  very  much  a  part  of  the  advisory  groups 
who  are  working  on  the  proposal. 

Mr.  Andrews.  Would  the  gentleman  from  Oklahoma  yield? 

Mr.  Brewster.  Sure. 

Mr.  Andrews.  The  President  told  a  group  of  us  yesterday  that 
there  are  over  60  doctors  on  the  task  force.  I  am  not  sure  how 
many  hospital  administrators,  if  any,  are  represented,  but  over  60 
doctors,  according  to  the  President,  are  on  the  task  force. 

Mr.  Brewster.  That  is  interesting.  I  was  told  that  there  were  no 
providers,  doctors,  pharmacists.  As  one  who  has  been  in  health 
care  most  of  my  adult  life,  it  was  interesting  to  me  that  we  had 
no  one  who  had  been  an  active  provider.  There  may  be  some  aca- 
demic-type physicians,  but  it  was  my  understanding  there  were 
none  who  had  actually  been  out  in  the  field. 

As  one  who  has  been  in  the  field  in  a  lot  of  different  things  with 
health  care,  I  think  the  people  in  the  field  can  assure  you  a  lot  of 
cost  containment  that  someone  else  may  not  understand  how  to 
get. 

Mr.  Panetta.  You  are  absolutely  right. 

Mr.  Brewster.  Cost  containment  is  extremely  important  to  what 
we  do  here. 
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Mr.  Panetta.  I  want  to  assure  you  that  the  providers  will  not 
only  be  providing  important  guidance  but  we  look  to  them  as  we 
develop  this  package  in  the  health  care  task  force. 

Mr.  Brewster.  Thank  you  very  much. 

Mr.  Pickle.  Mr.  Thomas  will  inquire. 

Mr.  Thomas.  Thank  you,  Mr.  Chairman. 

Mr.  Panetta,  it  is  different  seeing  you  on  the  other  side  of  the 
table. 

Mr.  Panetta.  It  feels  different. 

Mr.  Thomas.  What  is  the  old  song  about  walking  a  mile  in  an- 
other man's  shoes?  I  remember  for  years  sitting  near  you  on  the 
Budget  Committee  in  which  administration  principals,  including 
Directors  of  the  Office  of  Management  and  Budget,  would  present 
numbers.  You  would  ask  where  the  numbers  came  from,  and  you 
would  counter  with  numbers  from  the  Congressional  Budget  Office, 
CBO. 

In  fact,  during  the  State  of  the  Union,  as  I  recall,  one  of  the  high- 
lights on  your  side  of  the  aisle  may  have  been  when  the  President 
urged  a  single  set  of  numbers.  There  was  applause  on  both  sides 
of  the  aisle  with  that  remark.  Then  I  believe  he  ad-libbed  when 
talking  about  the  fact  that  the  CBO  numbers  historically  had  been 
more  conservative,  that  is,  more  accurate  than  OMB.  There  was 
loud  standing  applause  on  your  side  of  the  aisle  for  that  ad  lib. 

As  mentioned  earlier  by  the  gentleman  from  Louisiana,  when 
you  look  at  the  budget  there  are  some  anomalies  that  those  of  us 
who  are  a  little  more  familiar  with  the  way  in  which  "scoring"  is 
done  who  need  to  have  a  better  understanding. 

On  Social  Security  benefits,  the  idea  that  a  larger  portion  of  the 
benefits  for  those  individuals  above  certain  incomes  would  be  sub- 
ject to  tax,  is  considered  a  spending  cut  by  the  Office  of  Manage- 
ment and  Budget.  Congressional  Budget  Office  and  the  Joint  Tax 
Committee  scored  it  as  a  tax  increase.  Whose  scoring  is  right?  Is 
it  a  spending  cut  or  is  it  a  tax  increase?  Do  we  go  with  the  OMB 
approach  or  do  we  go  with  the  CBO  approach? 

Mr.  Panetta.  Bill,  I  wouldn't  get  too  wrapped  up  in  it.  Whatever 
you  want  to  call  it,  you  call  it.  Just  enact  it  for  the  purposes  of  defi- 
cit reduction. 

Mr.  Thomas.  What  do  you  call  it? 

Mr.  Panetta.  Under  the  scoring  that  we  have  traditionally 
used 

Mr.  Thomas.  Who  is  "we,"  OMB  or  CBO? 

Mr.  Panetta.  OMB.  And  we  have  had — look,  even  Senator  Pack- 
wood,  when  he  was  at  a  press  conference,  indicated  that  scoring, 
generally,  when  you  nick  away  at  Social  Security  is  considered  as 
a  spending  reduction.  So  it  is  not  just  a  Democratic  viewpoint.  This 
is  generally  the  scoring  that  is  going  on  on  both  sides  of  the  aisle. 

Mr.  Thomas.  Let  me  try  it  once  more.  I  asked  a  question,  and 
if  you  don't  want  to  answer  it,  then  I  understand  that.  Your  answer 
a  year  ago  would  have  been  fairly  clear  and  emphatic,  and  I  under- 
stand why  perhaps  it  isn't  now.  Do  you  go  with  the  CBO  scoring 
as  a  tax  increase  or  the  OMB  scoring  as  a  spending  cut? 

Mr.  Panetta.  What  we  have  presented  it  as,  in  our  scoring,  in 
a  spending  reduction,  but  if  you  want  to — if  you  want  to  go  with 
CBO,  you  go  with  CBO. 
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Mr.  Thomas.  CBO  says  it  is  a  tax  increase.  You  choose  not  to  use 
CBO  scoring.  On  earned  income  tax  credit,  0MB  counts  it  as  a  tax 
cut.  0MB  is  now  saying  it  is  90  percent  or  more  a  spending  in- 
crease. So  I  assume,  since  you  are  going  with  the  0MB  analysis 
rather  than  the  CBO,  I  do  want  you  to  appreciate  how  those  nails 
in  the  bottom  of  the  shoe  push  up  when  you  do  change  jobs.  A  year 
ago  you  would  have  been  emphatically  defending  and  supporting 
the  Congressional  Budget  Office  scoring,  and  I  am  inclined  to  go 
along  with  them. 

Last  comment.  The  gentleman  from  Oklahoma,  Mr.  Brewster, 
implored  you  to  look  at  the  way  in  which  the  Btu  tax  is  imple- 
mented. I  can  assure  you  I  have  enormous  concerns  as  well  since 
my  small  Congressional  district  in  California,  one  of  52  in  Califor- 
nia, produces  more  oil  than  the  entire  State  of  Oklahoma  and  all 
of  its  representatives. 

The  irony  of  the  Btu  tax  applied  to  oil,  as  you  know — and  if  you 
don't  I  am  going  to  tell  you — is  in  terms  of  a  low  specific  gravity 
oil,  a  heavy  oil  versus  a  high  specific  lighter  or  a  higher  quality  oil. 
The  heavy  oil  is  cheaper.  It  is  not  as  good.  The  light  oil  is  more 
expensive.  It  is  "better".  But  the  heavy  oil,  the  low  specific  gravity 
oil,  generates  more  Btu's.  So  under  any  kind  of  a  tax  scheme  that 
deals  with  Btu's,  you  are  punishing  a  cheaper  product  versus  a 
higher  product. 

We  got  into  this  with  the  windfall  profit  tax  in  terms  of  burning 
oil  in  situ  versus  shipping  it  off  of  the  property.  If  you  ship  it  off 
the  property  it  was  taxed.  If  it  was  burned  on  site  it  wasn't.  So  you 
had  higher  pollutants  being  generated  by  burning  crude  oil  instead 
of  bunker  fuel. 

I  hope  we  don't  go  down  that  road  again  in  which  a  Btu  tax  is 
applied  and  punishes  heavy  oil  when,  in  fact,  it  is  a  lower  cost 
product. 

Mr.  Pickle.  The  time  of  the  gentleman  has  expired. 

Mr.  Panetta.  If  I  could  just  respond,  Jake. 

Mr.  Pickle.  The  time  of  the  gentleman  has  expired.  Did  you 
wish  to  say  anything  additional? 

Mr.  Panetta.  I  thought  I  would  like  to  respond. 

Mr.  Pickle.  All  right. 

The  Chair  recognizes  Mr.  McDermott. 

The  Chair  recognizes  Mr.  Neal. 

Mr.  Thomas.  Welcome  to  the  other  side  of  the  table. 

Mr.  Panetta.  Could  you  yield  to  me  10  seconds? 

Mr.  Pickle.  Mr.  Panetta,  did  you  wish  to  respond? 

Mr.  Panetta.  I  would  just  want  to  make  a  brief  comment  on 
that. 

The  Btu  tax,  the  formula  on  that,  is  extremely  important.  We  are 
continuing  to  work  with  approaches  on  that  formula.  What  you 
have  pointed  out  is  important.  We  don't  want  to  penalize  those  that 
are  energy  efficient. 

Mr.  Pickle.  Now,  Mr.  Neal. 

Mr.  Neal.  Thank  you  very  much,  Mr.  Chairman. 

Let  me  welcome  Mr.  Panetta  here  as  well.  I  think  that  your 
budget-cutting  credentials  are  impeccable  in  this  institution,  and 
everybody  has  great  respect  for  the  work  you  have  done  and  the 
courage  you  have  demonstrated  over  the  years  here. 
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Let  me  ask  you  specifically  about  two  big  items,  the  supercollider 
and  the  space  station. 

Mr.  Panetta.  Oh,  yes,  I  remember  those. 

Mr.  Neal.  Where  are  you  headed  on  those?  We  will  just  keep  it 
among  us  in  the  room. 

Mr.  Panetta.  Let  me  tell  you  exactly  where  we  are  with  regard 
to  the  policies  in  those  areas. 

With  regard  to  the  space  station,  we  obviously  presented  a  num- 
ber of  proposals  to  the  President.  The  President  is  committed  to  the 
space  station  or  the  mission  of  a  space  station.  He  does,  however, 
share  real  concerns  with  the  Office  of  Management  and  Budget  and 
I  think  many  Members  who  are  concerned  about  the  cost  overruns 
that  have  taken  place  in  that  project.  We  are  looking  at  about  $500 
million.  It  may  approach  almost  a  billion  in  cost  overruns. 

As  a  result  of  that,  the  President  made  the  decision  that  the 
project  needs  to  be  redesigned  in  order  to  ensure  that  we  imple- 
ment a  cost-effective  approach  to  that  mission.  So  the  proposals  we 
presented  in  the  budget  include  savings  that  would  flow  from  a  re- 
design of  the  space  station  mission.  And  right  now  NASA  is  work- 
ing toward  that  kind  of  redesign.  We  think  in  the  end  that  this  will 
not  only  ensure  a  space  station,  it  will  ensure  against  cost  overruns 
and,  more  importantly,  it  will  protect  and  enhance  the  other  mis- 
sions at  NASA  because,  if  we  kept  on  the  track  we  were  on,  the 
likelihood  is  that  20  other  missions  at  NASA  would  be  wiped  out. 
We  did  not  want  that  to  happen. 

On  the  super  conducting  supercollider,  again,  the  President 
thinks  that  is  excellent  science  and  that  is  something  that  we  do 
need  to  continue  to  invest  in  because  you  want  to  stay  on  the  cut- 
ting edge  of  where  science  is  going  for  the  future.  There  are  some 
concerns,  again,  about  cost  overruns.  There  are  concerns  about 
some  of  the  technology.  And  so,  for  that  reason,  what  we  have  done 
is  basically  stretched  that  out.  We  get  some  savings,  but  we  are 
committed  to  the  project. 

Mr.  Neal.  All  right. 

Secondly,  I  voted  for  the  budget  accord  in  1991.  And,  at  that 
time,  we  talked  about  interest  rates  that  were  beginning  to  dem- 
onstrate some  stability  and  indeed  were  headed  down.  Today  I 
don't  think  anybody  would  have  assumed  that  interest  rates  would 
be  where  they  currently  are.  What  do  interest  rates  do  to  projec- 
tions currently  on  the  budget  deficit?  And  can  you  safely  say  that 
the  worst  of  the  S&L  crisis  is  behind  us?  And  what  does  that  do 
to  the  projections  of  the  deficit? 

Mr.  Panetta.  Obviously,  any  time  interest  rates  start  to  come 
down,  it  is  extremely  helpful  in  terms  of  the  stimulus,  as  I  have 
indicated,  that  flows  into  the  economy.  The  fact  that  people  now, 
just  based  on  the  reduction  in  long-term  rates,  are  beginning  to  re- 
finance their  homes.  They  are  reducing  their  mortgage  payments. 

I  talked  to  the  mayor  of  Houston  when  I  was  down  in  Houston 
recently.  The  mayor  said  as  a  result  of  being  able  to  refinance  some 
of  the  loans  in  the  city  they  are  able  to  save  almost  $30  to  $40  mil- 
lion in  just  finance  costs  alone.  I  mean,  that  is  significant.  That  is 
going  on  right  now  so  it  provides  a  tremendous  impetus. 

As  a  matter  of  fact,  our  hope  is,  if  we  stay  on  this  track,  you  are 
going  to  see  these  projections  turn  much  more  optimistic  in  terms 
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of  our  ability  to  reduce  the  deficit  because  it  clearly  is  going  to  flow 
into  additional  revenues  as  well  as,  I  think,  additional  investments 
for  the  country. 

On  the  issue  of  the  RTC,  we  had  built  in  about  $34  billion  into 
the  baseline  for  the  budget  on  the  RTC.  We  think  that  that  may 
be  adequate,  although  Treasury  is  taking  another  look  at  that 
issue.  But  we  think  that  we  have  turned  the  corner,  hopefully,  with 
regard  to  the  whole  Revenue  Trust  Corporation  and  the  S&L  crisis 
and  that  things  are  beginning  to  go  in  the  best  direction  right  now. 

Mr.  Neal.  Just  a  footnote.  Hang  tough  on  the  stimulus  package. 
I  think  it  is  necessary  beyond  those  who  would  have  us  believe  that 
it  is  simply  make  work.  The  highways,  roadways,  bridges,  airports, 
and  railroads  of  the  Nation  are  falling  apart.  It  is  a  sound  invest- 
ment over  the  long  term.  And  for  the  most  productivity,  giving 
greater  gains  and  indeed  is  an  investment.  I  hope  you  stick  by  your 
guns. 

Mr.  Pickle.  Mr.  Chairman,  is  it  the  intention  of  the  administra- 
tion to  recommend  acting  on  some  of  these  specific  programs  that 
Mr.  Neal  just  mentioned  here? 

Mr.  Panetta.  You  mean  with  regard  to  space  station  and 

Mr.  Pickle.  For  instance  RTC — are  you  going  to  recommend  ac- 
tion in  the  RTC  area? 

Mr.  Panetta.  Yes,  we  are.  We  will  ultimately  have  a  rec- 
ommendation to  the  Congress  on  that  issue. 

Mr.  Pickle.  Thank  you. 

The  Chair  now  recognizes  Mrs.  Kennelly. 

Mrs.  Kennelly.  Thank  you,  Mr.  Chairman. 

Mr.  Panetta,  I  am  a  representative  from  this  committee  on  the 
Budget  Committee.  And  over  the  past  2  weeks  I  have  been  hearing 
a  great  deal  of  conversation  about  having  a  deficit  reduction  trust 
fund.  And  it  has  been  my  experience  in  thinking  of  this,  because 
this  is  not  exactly  a  new  idea,  that  it  would  be  probably  very  dif- 
ficult to  administer  and  maybe  difficult  to  make  feasible.  However, 
this  conversation  has  continued  at  the  Budget  Committee.  I  know 
there  is  going  to  be  some  language  about  it  in  the  budget  resolu- 
tion. I  wondered  if  you  could  comment  with  your  vast  experience 
as  Budget  chairman  and  now  in  your  position  today  what  you  think 
about  a  deficit  reduction  trust  fund. 

Mr.  Panetta.  Well,  I  have,  as  chairman  of  the  Budget  Commit- 
tee and  as  a  Member  of  the  House,  looked  at  various  ideas  for  es- 
tablishing this  kind  of  fund.  Does  it  make  sense?  Are  you,  in  fact, 
setting  it  aside  for  deficit  reduction?  Is  it  fungible  in  the  sense  of 
trying  to  deal  with  other  needs?  What  happens  if  you  have  a  crisis? 
What  happens  if  you  need  to  use  those  funds?  There  are  a  number 
of  aspects  with  this  that  have  to  be  considered. 

I  understand  the  need  to  say  to  the  American  people  that,  if,  in 
fact,  we  are  going  to  provide  these  additional  taxes  or  spending 
cuts,  this  is  going  for  deficit  reduction.  And  so,  to  that  extent,  we 
are  trying  to  work  with  the  people  who  have  developed  this  idea. 

But  I  have  to  tell  you  that  it  is  not  an  easy  one  to  put  into  place. 
You  have  got  to  be  careful  you  don't  tie  our  hands  so  that  we  are 
unable  to  respond  to  needs  that  we  have  to  confront  at  the  Federal 
level.  But  I  think  there  is  at  least  a  way  perhaps  to  assure  the  pub- 
lic that  we  are  trying  to  establish  some  kind  of  funds  so  that  they 


60 

can  look  at  that  and  know  that,  in  fact,  there  are  funds  that  are 
going  for  that  purpose.  I  just  think  we  need  to  protect  our  flexibil- 
ity, and  that  is  something  we  are  looking  at  right  now. 

Mrs.  Kennelly.  Thank  you. 

The  other  day,  when  we  were  in  the  Budget  Committee,  I  men- 
tioned to  you  that  we  were  obviously  all  looking  very,  very  hard  for 
any  way  we  could  increase  deficit  reduction.  I  asked  you  about  the 
Department  of  Defense,  their  health  savings,  because  they  used  the 
methodology  of  Medicare.  I  was  wondering,  has  it  been  decided  yet 
if  we  can  use  those  savings  from  DOD  for  deficit  reduction  in  this 
budget  package? 

Mr.  Panetta.  We  have  taken  an  initial  look  at  it,  and  it  doesn't 
look  like  those  are  scoreable  savings.  But  let  me  get  back  to  you 
with  regard  to  our  specific  findings  on  that.  I  will  let  you  know. 

[The  following  was  subsequently  received:] 

The  Defense  budget  has  made  a  substantial  contribution  to  deficit  reduction,  $6.8 
bilHon  in  1994  and  $77  biUion  during  FY  1994  through  FY  1997.  A  portion  of  these 
outlay  savings,  $68  milHon  in  FY  1994  and  $1.4  billion  between  FY  1994  and  FY 
1997,  reflects  cost  containment  efforts  in  the  DOD  health  program. 

Mrs.  Kennelly.  Thank  you  very  much,  Mr.  Panetta. 

Mr.  Pickle.  The  Chair  recognizes  Mr.  Crane. 

Mr.  Crane.  Thank  you,  Mr.  Chairman,  and  let  me  congratulate 
you,  Leon,  in  your  new  position.  I  think  the  President  is  to  be  com- 
plimented for  having  picked  you  for  the  job  he  has.  I  think  you 
have  an  understanding  of  some  of  the  complexities  of  this  process 
infinitely  better  than  your  predecessor. 

You  made  a  reference  here  to  the  legacy  we  inherit,  and  you 
mentioned  the  fact  that  job  creation  does  not  occur  coming  out  of 
the  trough  of  the  recession  we  have  just  been  through.  And  yet 
GDP  has  increased.  The  report  this  morning  indicates  productivity 
is  at  its  highest  level  per  worker  in  this  country  in  the  past  20 
years.  In  that  context,  when  you  talk  about  job  creation  and  a  bil- 
lion dollar  investment  in  creating  a  half  a  million  summer  jobs, 
have  you  gotten  into  the  specifics  of  how  that  money  is  going  to  be 
targeted  for  expenditure? 

I  say  that  because  in  make-work  summer  jobs  like  that,  histori- 
cally, those  kids  haven't  learned  a  thing.  Studies  have  shown  that 
the  kids  coming  out  of  that  kind  of  artificial  emplo3nnent,  if  you 
will,  earn  less  when  they  take  bona  fide  jobs  than  the  kids  who 
were  never  beneficiaries  of  those  make-work  programs.  What  ex- 
actly do  you  have  in  mind  in  the  way  of  training? 

Mr.  Panetta.  Well,  the  basic  focus  of  the  stimulus  package  is  in 
three  or  four  areas.  The  first  is  about  a  $3  billion  amount  for  high- 
ways because  we  think  that  the  biggest  immediate  return  you  can 
have  is  to  get  those  highways  and  repair  projects  and  maintenance 
projects  going  early.  Those  are  permanent  jobs.  We  can  break  the 
ground,  and  we  have  made  a  commitment  to  fully  fund  the  high- 
way bill  that  was  passed  by  the  House  and  Senate,  signed  by  the 
President.  So  the  biggest  piece  here  is  $3  billion  for  highways.  We 
think  that  can  be  obligated  and  we  can  actually  get  bids  on  within 
the  next,  hopefully,  90  days. 

The  second  piece 

Mr.  Crane.  Wait.  Before  you  proceed  further,  are  you  saying  that 
you  are  going  to  train  these  kids  to  take  highway  jobs? 
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Mr.  Panetta.  No.  No.  This  is  a  separate  package  going  right  to 
the — this  goes  right  to  highway  projects.  In  other  words,  it  is  part 
of  the  highway  trust  fund  expenditure.  It  is  to  try  to  implement 
projects  that  both  the  States  and  the  local  communities  already 
have  with  regard  to 

Mr.  Crane.  That  is  divorced  from  the  $1  billion  you  are  allocat- 
ing for  the  summer  youth  program? 

Mr.  Panetta.  That  is  aside  from  the  $1  billion. 

Mr.  Crane.  That  $1  billion  is  what  I  am  concerned  about.  What 
are  you  going  to  have  those  kids  do? 

Mr.  Panetta.  Well,  again,  the  main  part  is  in  highways.  We  are 
doing  CDBG  with  regard  to  public  works  development.  We  are 
doing  some  with  regard  to  waste  water  development.  There  is  the 
$1  billion  for  summer  youth,  and,  obviously,  the  summer  youth  pro- 
grams are  basically  targeted  to  try  to  get  kids  off  the  streets  to  put 
them 

Mr.  Crane.  How  many  hours  a  day  for  a  paycheck? 

Mr.  Panetta.  What  we  are  trying  to  do,  essentially,  is  to  try  to 
provide  some  meaningful  opportunities  for  these  kids  so  they  don't 
just  stay  on  the  streets.  I  mean,  that  is  the  concern. 

Mr.  Crane.  I  mean,  are  you  going  to  establish  some  guidelines 
of  what  you  expect  those  kids  to  do? 

Mr.  Panetta.  Yes.  We  want  to  make  sure  that  the  programs  do, 
in  fact,  provide  meaningful  work  for  these  kids,  but,  secondly,  that 
they  are  targeted  in  terms  of  the  kids  that  are  going  to  be  put  to 
work.  Thirdly,  we  want  to  see  plans  from  these  communities  as  to 
how  they  are  going  to  spend  this  money. 

Mr.  Crane.  I  just  met  with  some  people  from  Lake  County.  They 
have  programs  set  up  there  where  they  are  working  in  conjunction 
with  Baxter,  Abbott  and  Motorola  to  give  these  kids  specialized 
training.  Wouldn't  that  money  more  constructively  be  used  by  guar- 
anteeing that  those  kids  take  advantage  of  that  kind  of  a  curricu- 
lum during  the  summer?  I  mean,  if  we  are  going  to  spend  the 
money,  give  them  the  training  and  the  qualifications,  to  work  in 
meanin^ul  jobs  that  are  available. 

Mr.  Panetta.  I  think  that  is  the  kind  of  opportunity  we  would 
like  to  look  at. 

Mr.  Crane.  One  other  thing  I  would  like  to  touch  upon.  Presi- 
dent Salinas — I  think  it  was  back  in  1986 — inherited  about  a  $100 
billion  deficit  for  Mexico  which  was  staggering,  and  last  year  he 
came  in  with  a  surplus  with  no  tax  increases.  One  of  the  ways  in 
which  he  accomplished  that  miracle  was  privatization  with  a 
vengeance.  Have  you  given  any  thought  to  selling  off,  for  example, 
TVA,  or  selling  off  Federal  lands  that  are  not  being  designated  for 
parks  or  potential  park  expansion  in  the  future?  Have  you  given 
any  thought  to  that? 

Mr.  Panetta.  You  know,  we  did  an  interesting  thing  in  the  budg- 
et agreement  where  we  said  that  any  asset  sales  cannot  be  counted 
toward  deficit  reduction.  So  the  answer  to  your  question  is,  we  did 
not  look  at  assets. 

Mr.  Crane.  It  seems  to  me  that  would  be  infinitely  preferable  to 
considering  tax  increases  first. 

Another  item  is  subsidies.  Wool  and  mohair  and  honey  over  5 
years  will  get  over  $1  billion,  dairy  products  will  get  well  over  $1 
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billion  in  the  same  timeframe.  Have  you  looked  at  these  expendi- 
tures critically  with  a  view  to  lowering  the  tax  burden  because  we 
have  lowered  the  spending  outlays?  Have  you  given  that  some 
thought? 

Mr.  Panetta.  Yes.  In  our  proposal  we  eliminate  the  honey  pro- 
gram, and  we  trim  the  amounts  that  are  provided 

Mr.  Crane.  Do  you  trim  wool  and  mohair? 

Mr.  Panetta.  Trim  wool  and  mohair,  so  to  speak. 

Mr.  Crane.  Well,  I  thank  you  for  your  effort  here,  and,  as  you 
know,  you  have  got  all  the  Republicans  with  you  on  spending  cuts. 
But  I  have  had  the  same  experience  Sandy  Levin  had  in  my  dis- 
trict this  past  weekend,  and,  overwhelmingly,  they  are  saying, 
make  the  cuts  before  you  come  back  and  hit  us  with  a  tax  increase. 

Thank  you  very  much,  Leon. 

Mrs.  Kennelly  [presiding].  Mr.  Andrews  of  Texas  will  question. 

Mr.  Andrews.  Thank  you.  Madam  Chairman. 

Good  morning,  Leon.  It  has  been  a  long  couple  of  weeks.  I  just 
wanted  to  comment  on  what  the  Democrats  in  the  Budget  Commit- 
tee did  last  night,  and  to  get  your  thoughts  about  it. 

Last  night  the  Democrats  agreed  to  an  additional  $63  billion  in 
cuts,  which  means  a  1-to-l  ratio  in  spending  cuts  to  tax  increases 
over  the  next  5  years  and  a  freeze  to  discretionary  spending 
through  1998.  The  discretionary  outlays  will  be  less  than  the  1993 
outlays  every  year  through  1998.  The  cuts  include  an  additional 
$3.5  billion  in  the  fiscal  year  of  1994  beyond  what  the  administra- 
tion has  asked.  These  cuts  will  ensure  that  the  1998  deficit  will  be 
$144  billion  less  than  under  current  spending. 

We  have  considered  some  of  the  concerns  that  were  voiced  here 
today.  But  be  assured,  we  don't  count  taxes  on  Social  Security  ben- 
efits as  a  cut  in  spending.  We  count  it  as  a  revenue  increase,  and 
we  use  the  1993  defense  outlays  instead  of  the  1994  outlays  used 
by  the  administration.  We  have  really  tried  to  move  farther  than 
the  administration  has  on  cuts. 

Mr.  Crane  is  right.  Americans  want  to  see  the  administration 
and  the  Congress  find  more  cuts.  I  have  found  the  same  response 
in  my  district  that  Sandy  and  others  have  heard  across  the  coun- 
try. The  Budget  Committee  last  night  tried  to  move  to  do  that.  I 
wonder  what  your  opinions  are?  How  do  you  think  the  President 
will  receive  these  additional  suggestions,  and  what  do  you  think  it 
means  in  the  overall  picture? 

Mr.  Panetta.  The  President  commends  both  the  House  commit- 
tee for  the  work  it  is  doing  as  well  as  the  Senate  Budget  Commit- 
tee because  you  are  both  working  on  the  same  track  in  trying  to 
come  up  with  additional  spending  cuts.  And  he  commends  the  proc- 
ess that  you  are  going  through.  Obviously,  there  is  a  lot  to  shake- 
down here  as  you  go  to  the  Floor  between  the  House  and  the  Sen- 
ate and  what  the  ultimate  package  will  be,  but  he  thinks  that  the 
process  is  the  right  one.  You  are  moving  in  the  right  direction.  We 
would  like  to  continue  to  work  with  you  as  we  fashion  that 
package. 

We  don't  want  you  to  lose  sight,  however,  of  the  important  prin- 
ciples behind  the  economic  plan.  There  is  a  need,  again,  to  provide 
this  short-term  stimulus  to  the  economy.  There  is  a  need  to  make 
some  important  investments  in  our  society.  And  you  can't  lose  sight 
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of  that.  We  appreciate  the  language  you  put  into  the  budget  resolu- 
tion that  states  that  you  support  the  President's  investment 
package. 

Thirdly,  you  have  got  to  deal  with  deficit  reduction.  You  are  mak- 
ing some  tough  choices,  and  we  appreciate  the  fact  that  you  are 
doing  that. 

Mr.  Andrews.  Just  one  more  comment.  The  enhanced  rescission 
aspects,  especially  giving  the  President  the  right  to  make  specific 
cuts  during  the  appropriation  process,  will  give  us  all  a  lot  more 
credibility  than  we  have  had  in  the  past.  I  would  hope  that  the 
President,  at  the  earliest  possible  time,  will,  in  one  of  his  future 
talks  to  the  Nation,  speak  about  the  importance  of  enhanced  rescis- 
sion and  what  he  plans  to  do  with  it.  I  think  it  would  be  a  very 
positive  statement  to  the  markets  and  to  the  American  people. 

Mr.  Panetta.  As  I  indicated,  I  will  be  testifying  on  behalf  of  the 
administration  before  the  Government  Operations  Committee  in 
support  of  the  enhanced  rescission  approach.  We  are  hoping  that 
that  legislation  can  move  quickly.  The  President  has  said  that  if 
the  House  and  Senate  pass  that  legislation,  he  will  sign  it. 

Mr.  Andrews.  Thank  you. 

Mrs.  Kennelly.  Mr.  Lewis  of  Georgia  will  question. 

Mr.  Lewis.  Thank  you,  Madam  Chair. 

Leon,  I  am  delighted  to  welcome  you.  It  is  very  good  to  see  you 
here.  You  are  a  superb  person  for  this  major  responsibility  in  this 
administration.  I  want  to  commend  you  and  the  President  for  your 
courage.  You  are  taking  some  very  important  steps  toward  getting 
our  Nation's  economy  back  on  track.  It  took  a  lot  of  courage,  and 
it  took  vision  that  was  a  long  time  coming. 

I  know,  as  my  colleague  from  Texas  just  stated,  we  have  got  to 
make  some  real  cuts,  some  deep  cuts,  and  we  are  going  to  have  to 
increase  revenue,  new  taxes.  It  is  going  to  hurt  some  people, 
maybe,  a  little.  It  is  going  to  hurt  a  few  programs. 

I  want  you  to  know  that  I  support — this  gentleman  from  Georgia 
supports  the  defense  cuts.  This  is  one  gentleman  from  Georgia  who 
supports  the  defense  cuts.  I  believe  the  Cold  War  is  over.  The  Ber- 
lin Wall  is  down.  The  Russians  are  not  coming.  They  are  gone. 
And,  if  anything,  we  probably  should  cut  it  some  more. 

I  want  to  take  just  a  moment  to  read  to  you  some  excerpts  from 
letters  from  three  citizens  of  my  district.  Cynthia  Skidmore  wrote, 
"Please,  please  do  not  let  the  consideration  of  this  package  become 
a  political  football."  Bonnie  Rivers  wrote: 

There  are  those  of  us  that  are  willing  to  bear  our  share  of  responsibility  in  the 
form  of  increased  taxes  and  spending  cuts  to  assure  that  America  remains  healthy 
and  the  basic  needs  such  as  access  to  health  care  are  met. 

And  Joan  Wyman  wrote,  "I  and  my  family  are  ready  to  take  the 
medicine  for  our  debt." 

I  think  these  letters  express  my  feeling  and  those  of  the  majority 
of  the  people  in  the  Fifth  District  of  Georgia.  We  are  ready  and 
willing  to  help,  and  I  am  going  to  say  to  you  and  the  President  that 
you  will  have  my  help  and  my  support.  I  said  to  you  the  other  day 
when  we  met  at  the  White  House,  that  I  liked  your  emphasis  on 
long-term  investment  in  rebuilding  America,  that  our  cities  are  in 
trouble.  Our  cities  are  becoming  unlivable,  are  becoming  like  jun- 
gles. Too  many  people  have  been  left  out  and  left  behind. 
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I  said  yesterday  that  this  is  the  25th  year  since  the  assassination 
of  Martin  Luther  King,  Jr.,  and  Robert  Kennedy,  30  years  since  the 
March  on  Washington,  and  we  are  still  a  Nation  divided.  So  we 
need  to  spend  more  of  our  resources  in  rebuilding  the  lives  of  the 
American  people,  and  I  hope  you  lead  this  administration  in  that 
direction. 

Thank  you,  Mr.  Director. 

Mr.  Panetta.  Thanks  very  much. 

Mr.  Lewis.  Thank  you,  Madam  Chair. 

Mrs.  Kennelly.  Mr.  Herger  of  California. 

OK.  Mr.  Camp. 

Mr.  Camp.  Thank  you. 

Leon,  you  and  I  served  on  the  Agriculture  Committee  together, 
and  my  questions  really  have  to  do  with  the  agriculture  portion  of 
this  proposal.  I  have  a  couple  of  questions,  but  my  first  one  is  this: 
Has  the  administration  done  a  comprehensive  analysis  of  the  im- 
pact on  U.S.  agriculture  relative  to  all  of  the  various  tax  proposals 
in  this  package,  the  inland  waterway  tax,  the  Btu  tax,  and  other 
user  fees?  Is  there  a  comprehensive  analysis? 

Mr.  Panetta.  Specifically  on  that,  I  do  not  believe  that  we  have 
an  analysis  just  on  agriculture.  In  other  words,  we  haven't  just 
looked  at  that  segment  of  the  economy  and  said,  these  are  the  im- 
plications across  the  board. 

We  have,  obviously,  in  developing  the  package  wanted  to  make 
sure  that  no  region  of  the  country  was  adversely  affected,  that  ev- 
erybody was  treated  as  equitably  as  possible.  On  the  agricultural 
side,  obviously,  when  you  are  trying  to  target  subsidies  those  pro- 
grams are  the  target  of  almost  every  budget  that  seeks  to  limit 
subsidies.  You  almost  always  wind  up  looking  at  agricultural  pro- 
grams. We  are  trying  to  see  if  there  is  a  better  way  to  target  those 
subsidies,  one. 

Two,  we  put  them  into  place — most  of  the  agricultural  reductions 
take  place  in  the  outyears.  By  that  I  mean  we  are  looking  at  1996, 
1997,  so  that  the  Congress  will  have  the  opportunity  to  work  with 
those  proposals  as  part  of  the  farm  bill.  And,  in  addition  to  that, 
we  are  providing  a  rural  development  initiative  that  we  hope  will 
meet  some  of  the  needs  we  see  in  rural  America  as  well. 

So,  overall,  we  don't  think  that  agriculture  is  targeted  here  in 
terms  of  adverse  impact.  They  are  sharing,  obviously,  their  share 
of  the  burden,  and  it  is  a  heavy  burden  that  they  carry,  but  we 
think  it  is  in  line  with  what  we  are  trying  to  do  overall  in  terms 
of  the  economic  program. 

Mr.  Camp.  Well,  since  there  is  now  a  comprehensive  analysis  and 
studies  show  that  since  1981  agriculture  has  already  contributed — 
and  that  is  your  word — $57  billion  in  Government  supports,  then 
the  direct  and  indirect  impact  on  farm  country  is  very  severe.  Some 
studies  have  shown  that  the  energy  tax  proposals  alone  in  this 
package  would  cost  the  t3T)ical  Midwestern  com  farmer  $1,600  a 
year.  So  in  your  earlier  comments  about  fairness  and  contributions 
from  various  segments  of  the  country  it  appears  to  me  that  the 
farmer  and  the  family  farmer,  particularly  the  small  farmer,  is 
being  singled  out  for  a  disproportionate  share  of  the  burden  under 
this  plan. 
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Mr.  Panetta.  Again,  what  I  would  ask  you  to  do  is  to  look  at  the 
overall  approach  here.  What  we  tried  to  do  with  regard  to  the  ag 
programs  was  to  target  subsidies  that  we  think,  frankly,  ought  to 
be  directed  at  the  smaller  farmer.  For  example,  on  wool  and  mo- 
hair, that  is  a  program  in  which  we  provide  direct  subsidies  to 
those  who  raise  crops  in  that  area.  What  we  tried  to  do  is  say  we 
ought  to  limit  payments  under  that  program  to  $50,000  to  those 
smaller  guys  that  are  involved  in  that  kind  of  production. 

With  regard  to  the  overall  CCC  targeting,  we  think  that  we 
ought  to  target  farmers  who  have  less  than  $100,000  of  nonfarm 
income.  That  is  targeting  benefits  to  the  small  farmer.  It  is 
targeting  for  saving  the  subsidies  of  the  big  guy. 

The  same  thing  is  true  with  regard  to  some  of  the  other  targets 
that  we  have  here,  honey  program,  et  cetera.  I  recognize  that  when 
you  look  at  things  like  the  Btu  tax  that,  obviously,  for  those  busi- 
nesses that  are  energy  intensive,  even  though  this  is  a  broad-based 
tax,  it  is  going  to  produce  some  additional  costs  in  those  areas,  but 
at  the  same  time  you  have  to  ask  yourself  the  fundamental  ques- 
tion, what  are  we  trying  to  do  here?  We  are  trying  to  deal  with  a 
huge  deficit  problem.  Everybody  has  to  participate. 

I  know  that  farmers  are  being  asked  to  make  some  sacrifices 
here,  but  we  are  asking  everybody  to  make  some  sacrifices.  So  I 
guess  it  is  in  that  spirit  that  we  need  to  try  to  address  this  prob- 
lem. 

Mr.  Camp.  One  last  question.  On  the  rural  development  initia- 
tive, have  certain  areas  of  the  country  been  identified  yet  with  re- 
gard to  that  initiative? 

Mr.  Panetta.  Which  initiative?  I  am  sorry. 

Mr.  Camp.  Well,  the  enterprise  zones  particularly. 

Mr.  Panetta.  No,  actually,  this  committee  will  probably  have  a 
lot  to  do.  The  administration  will  be  making  some  requests.  It  will 
be  very  similar  to  what  we  did  in  H.R.  11.  I  think  they  are  looking 
at  maybe  50  enterprise  zones,  something  in  that  vicinity.  But  as  to 
where  those  would  be  located  and  targeting  of  that,  I  think  what 
I  would  do  is  ask  Secretary  Bentsen  for  specifics  on  that  to  work 
those  out. 

Mr.  Camp.  Is  there  any  designation  between  rural  and  urban 
areas  under  that? 

Mr.  Panetta.  I  believe  the  hope  is  that  they  would  be  balanced 
between  rural  and  urban  America,  similar  to  what  was  done  in 
H.R.  11. 

Mr.  Camp.  Thank  you. 

Mrs.  Kennelly.  Mr.  Kopetski. 

Mr.  Kopetski.  Thank  you,  Mr.  Panetta. 

Mr.  Panetta.  How  are  you? 

Mr.  Kopetski.  Better  than  you,  probably. 

Let  me  ask  you  a  couple  of  questions.  We  are  doing  a  lot  in  the 
President's  package.  I  am  very  supportive  of;  it  just  needs  some  re- 
finements. There  is  some  good  help  there  for  small  businesses, 
which  are  engines  in  our  society.  Why  not  extend  capital  gains  tax 
further  so  heavy  industrial  users  can  think  long  term?  That  is 
what  we  need  in  this  economy,  is  longer  term  investment. 

Mr.  Panetta.  Again,  the  President  felt  that  the  combination  of 
doing  an  incremental  tax  credit  which  applies  to  big  and  small 
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businesses  in  those  first  2  years  would  provide  some  important  in- 
vestment stimulus  there.  But  as  far  as  permanent  features  in  the 
Tax  Code,  those  ought  to  be  targeted  more  towards  small  busi- 
nesses. 

That  is  true  for  the  incremental  tax  credit,  where  there  is  a  per- 
manent small  business  incremental  tax  credit  in  this,  but  also  cap- 
ital gains  targeted  at  small  businesses  as  well.  His  feeling  was  in 
terms  of  more  permanent  features  here,  we  ought  to  try  to  target 
smaller  businesses. 

Mr.  KOPETSKI.  If  we  had  the  money,  do  you  think  the  President 
would  want  to  extend  it  to  large  businesses  as  well? 

Mr.  Panetta.  If  we  had  the  money,  there  is  a  lot  we  need  to  do. 
That  is  something  we  need  to  evaluate  as  we  go  through  the  tax 
package,  whether  or  not  you  can  expand  that  and  not  add  to  the 
revenue  loss. 

Mr.  KOPETSKI.  Is  it  good  energy  policy — Mr.  Neal  talked  about 
oil — is  it  good  energy  policy  to  tax  at  the  same  rate,  or  even  heav- 
ier, a  highly  efficient  form  of  energy  production  such  as  water, 
higher  than  dirty,  rotten,  inefficient,  dangerous  fossil  fuel? 

Mr.  Panetta.  Is  that  a  leading  question? 

Mr.  KOPETSKI.  Yes  or  no.  Let's  talk  about  the  energy  policy.  We 
are  going  to  tax  hydro  worse  or  at  the  same  rate  as  oil.  Is  that  good 
policy? 

Mr.  Panetta.  Let  me  track  you  through  our  thinking.  Obviously 
we  looked  at  several  possible  approaches  here.  Our  concern  was,  for 
example,  the  carbon  tax,  if  you  are  going  to  tax  those  products  that 
produce  greater  impact  in  terms  of  the  environment,  you  would 
have  an  adverse  impact  regionally  in  terms  of  parts  of  the  country. 
So  that  was  the  concern  on  that. 

We  looked  at  a  gas  tax,  and  the  concern  was  that  a  straight  gas 
tax  would  impact  on  the  more  rural  areas  of  the  country. 

We  looked  at  an  ad  valorem  tzix,  and  the  concern  was  on  a  broad- 
based  ad  valorem,  it  would  not  have  any  features  of  it  that  would 
be  tied  to  energy  usage,  to  energy  efficiency  and  to  consumption. 
That  is  what  brought  us  to  the  Btu  at  that,  a  modified  Btu. 

Mr.  KOPETSKI.  I  don't  object  to  the  Btu  tax. 

Mr.  Panetta.  The  exact  nature  of  that  formula  is  being  worked 
on;  it  continues  to  be  worked  on. 

I  think  there  are  ways  to  improve  it,  I  agree  with  you.  But  I 
think  our  concern  was  that  we  do  it  in  a  way,  again,  that  doesn't 
have  an  adverse  impact  on  particular  regions  of  the  country  while 
emphasizing  to  the  extent  possible  more  energy-efficient  fuels. 

Mr.  KOPETSKI.  I  am  going  to  take  that  as  a  "yes"  back  home. 

Mr.  Panetta.  Yes. 

Mr.  KOPETSKI.  Thank  you. 

Let  me  ask  you — I  have  got  a  little  more  time  here — to  go  back 
to  the  alternative  minimum  tax.  I  think  it  is  very  positive  that  the 
President  and  you  folks  are  making  some  adjustments  in  that  area. 
I  think  there  is  about  25  percent  of  the  companies  there  probably 
shouldn't  be,  it  wasn't  designed  for  them,  so  we  are  trying  to  pro- 
vide some  relief. 

But  the  problem  is,  investment  tax  credit  doesn't  help  those  that 
are  in  the  AMT.  I  guess,  you  know,  is  there  some  room  to  work  in 
terms  of  further  refinements  of  the  AMT  itself? 
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Mr.  Panetta.  Absolutely.  I  think  the  Department  and  the  admin- 
istration would  like  to  continue  to  work  with  the  committee  to  see 
if  there  are  better  ways  to  fashion  those  proposals. 

Mr.  KOPETSKI.  Thank  you,  Mr.  Panetta.  I  will  stop  right  there. 

Mrs.  Kennelly.  Mrs.  Johnson. 

Mr.  Santorum. 

Mr.  Santorum.  Thank  you,  Madam  Chair. 

Mr.  Chairman — I  can't  stop  calling  you  that — it  was  a  pleasure 
serving  with  you  in  my  first  2  years  on  the  Budget  Committee. 

Mr.  Panetta.  I  still  call  myself  Congressman. 

Mr.  Santorum.  I  could  use  up  all  my  time  in  accolades  for  the 
President's  choice  of  you  as  Budget  Director,  so  I  will  get  down  to 
brass  tacks. 

I  see  this  as  possibly  a  missed  opportunity.  The  President  came 
before  the  Republicans  in  the  Ways  and  Means  Committee  and  the 
Appropriations  Committee  and  said  to  us  that  he  would  have  pre- 
ferred making  all  spending  cuts  and  no  tax  increases  if  he  could 
have. 

Now,  that  is  not  what  you  said  earlier.  You  think  you  needed  a 
balanced  package.  But  what  the  President  said  to  us,  is  that  he 
would  have  preferred  to  come  to  the  Congress  with  all  spending 
cuts  and  no  tax  increases,  but  felt — was  advised,  was  told  somehow 
that  this  couldn't  pass  the  Congress. 

Yet,  I  am  hearing  that  Members  of  Congress — even  on  the  Demo- 
cratic side  of  the  aisle — are  saying,  "This  is  way  too  shy  on  spend- 
ing cuts."  Wasn't  there  really  a  better  chance  for  leadership  here? 
Couldn't  he  have  really  come  to  the  Congress  with  a  tougher  deficit 
reduction  package,  with  more  cuts  in  Federal  programs,  with  real 
change  in  Crovernment,  and  been  successful?  Isn't  this  really  just 
a  timid  approach  from  what  you  are  hearing  from  the  Congress? 

Mr.  Panetta.  I  sure  don't  hear  that. 

Mr.  Santorum.  Mr.  Chairman,  you  just  heard  Mr.  Andrews  say 
that  the  Budget  Committee,  your  folks  on  the  Budget  Committee 
are  coming  forward  saying  we  need  more  spending  cuts. 

Mr.  Panetta.  Again,  I  think  we  have — on  defense,  I  don't  hear 
anybody  saying  we  ought  to  do  more  on  defense  cuts. 

Mr.  Santorum.  Except  Mr.  Lewis  just  said  that. 

Mr.  Panetta.  On  nondefense,  the  committee  is  I  think  working 
the  nondefense  number,  but  again,  you  have  to  be  careful  not  to 
impact,  it  seems  to  me,  on  the  areas  that  you  want  to  do  some  in- 
vestments in. 

Third,  on  entitlements,  if  you  want  to  do  additional  spending 
savings  in  entitlements,  that  leads  you  right  to  the  retirement  pro- 
grams. I  don't  see  any  other  room  here. 

So  the  answer,  and  I  think  the  President  basically  was  saying 
this,  is  sure,  nobody  likes  tax  increases,  nobody  wants  to  do  tax  in- 
creases. 

Mr.  Santorum.  Was  it  ever  on  the  table  to  try  to  do  it  all  with 
spending  cuts,  or  was  that  never  considered? 

Mr.  Panetta.  We  did  this  in  the  committee.  We  went  through  all 
the  spending  areas  first  before  we  turned  to  revenues.  It  was  pretty 
clear  after  we  went  through  all  of  the  spending  cut  areas,  particu- 
larly with  the  targets  we  had  in  mind,  that  we  had  to  turn  to  the 
revenue  side  as  well. 
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Mr.  Santorum.  OK.  Second  question.  I  wanted  to  respond  to  Mr. 
Co)nie's  question,  which  concerned  the  need  for  the  stimulus  part 
of  the  package.  In  your  response  to  him,  you  gave  four  reasons, 
four  problems  we  confront,  for  what  we  need  the  stimulus  package. 
You  said  there  are  contractions  in  business,  there  are  defense  clo- 
sures, continued  unemployment,  and  the  credit  crunch. 

What  in  the  stimulus  package  addresses  any  of  those  issues?  As 
far  as  I  can  read — I  have  read  it  over  and  over — I  don't  see  any- 
thing that  does  an3rthing  about  contractions  in  business  except 
reincreasing  taxes,  which  I  think  would  lead  to  further  contrac- 
tions. There  is  nothing  that  does  an3d;hing  about  defense  closures — 
in  fact  you  cut  defense  more,  which  causes  more  defense  closures. 

Now,  I  understand  you  did  something  about  unemployment.  We 
extended  unemployment  benefits.  I  don't  think  to  the  people  who 
are  on  unemplojonent  that  that  necessarily  is  an  answer.  That  is 
a  Band-Aid. 

And  you  did  talk  to  Mr.  Bunning  about  the  unemployment  bene- 
fits coming  under  the  caps,  but  as  you  know,  the  unemplo5rment 
compensation  is  a  pay-go  item.  It  did  not  stay  under  the  caps.  It 
got  added  to  the  baseline  in  the  pay-go  area,  and  is  really  going 
to  be  a  cost  driver  in  the  future. 

So  the  fact  that  there  is  savings  in  the  cap  side  under  the  discre- 
tionary part  is  really  sort  of  eluding  the  question  of  when  you  add 
it  to  the  deficit  on  the  pay-go  side. 

Mr.  Panetta.  On  the  question  of  the  stimulus  program,  there  is 
one  thing  that  responds  to  all  of  the  problems  I  just  pointed  out, 
and  I  think  it  is  the  one  thing  that  concerns  us  all.  It  is  called  jobs. 
I  mean,  when  you  have  contractions  in  business,  people  lose  their 
jobs. 

Mr.  Santorum.  I  understand  that,  but  there  is  a  more  fun- 
damental concern  there.  What  we  want  to  do  is  expand  business, 
not  create  (government  jobs.  Isn't  that  what  we  are  looking  at  here 
when  you  say  we  have  contractions  in  business.  Don't  we  need  to 
expand  business? 

Mr.  Panetta.  The  package  is  aimed  at  trying  to  give  business 
that  incentive  as  well.  You  also  have  to  provide  some  meaningful 
jobs.  What  is  wrong  with  providing  highway  jobs?  What  is  wrong 
with  providing  jobs  in  public  works  projects?  What  is  wrong  with 
providing  jobs  in  our  communities?  What  is  wrong  with  providing 
summer  jobs?  What  is  wrong  with  that? 

Mr.  Santorum.  My  answer  to  that,  Mr.  Chairman,  is  we  don't 
have  the  money  to  do  it. 

Mr.  Panetta.  Do  we  have  the  money  to  give  tax  incentives  to 
businesss?  What  is  the  answer  to  that? 

Mr.  Santorum.  I  would  agree  with  you.  No. 

Mr.  Panetta.  You  wouldn't  give  tax  incentives  to  businesses  ei- 
ther? 

Mr.  Santorum.  We  need  to  focus  in  on  reducing  this  deficit,  as 
you  and  I  have  discussed  many  times.  There  are  other  things  we 
can  do  to  promote  growth  outside  the  area  of  tax  matters  that  have 
to  do  with  (jovemment  regulation  and  its  costs. 

Mr.  Panetta.  Again,  I  think  it  is  important  that  you  don't  lose 
sight  of  the  investment  side  as  well,  both  in  the  private  and  public 
sector. 
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Mrs.  Kennelly.  Does  any  other  Member  wish  to  question? 

Mr.  Jacobs.  Thanks  for  coming. 

Mrs.  Kennelly.  Thank  you  very  much  for  giving  us  your  time. 
Thank  you. 

The  committee  will  resume  its  hearings  at  2  o'clock. 

[Whereupon,  the  committee  recessed  at  12:55  p.m.,  to  reconvene 
at  2  p.m.] 

Chairman  Rostenkowski.  The  committee  will  come  to  order. 

This  afternoon,  the  committee  continues  its  hearings  on  the  ad- 
ministration's proposal  for  public  investment  and  deficit  reduction. 
The  administration  has  proposed  bold  and  dramatic  changes  for 
this  country  in  its  economic  package.  We  need  to  understand  how 
these  proposals  will  affect  our  economy  and  our  citizens  in  both  the 
short  and  the  long  term,  as  well  as  our  ability  to  compete  in  global 
markets. 

We  look  forward  to  the  testimony  of  this  afternoon  of  the  Honor- 
able Laura  Tyson,  Chair  of  the  Council  of  Economic  Advisers.  We 
hope  to  learn  from  Dr.  Tyson  what  effects  the  Council  anticipates 
the  administration's  proposal  will  have  on  the  economy,  both  do- 
mestic and  international. 

Welcome  to  the  committee.  Dr.  Tyson.  We  are  looking  forward  to 
your  testimony. 

I  will  yield  to  my  colleague,  Mr.  Archer. 

Mr.  Archer.  Mr.  Chairman,  I  don't  have  an  opening  statement, 
but  I  want  to  welcome  you  also  to  the  committee.  We  all  have  our 
hands  full,  and  I  look  forward  to  your  testimony. 

STATEMENT  OF  HON.  LAURA  D'ANDREA  TYSON,  PH.D.,  CHAHl 
OF  THE  COUNCn.  OF  ECONOMIC  ADVISERS 

Ms.  Tyson.  Great.  Thank  you  very  much.  It  is  an  honor  to  be 
here  and  to  explain  this  ambitious  Clinton  program  and  talk  about 
the  economic  rationale. 

I  thought  the  way  to  start  is  really  to  focus  on  how  we  at  the 
CEA  thought  of  the  underlying  economic  arguments  for  each  of  the 
three  parts  of  the  program. 

As  you  know,  the  program  contains  an  economic  stimulus  pack- 
age, an  investment  package,  a  long-term  investment  package,  and 
a  deficit  reduction  package,  and  I  would  like  to  give  you  the  logic, 
the  economic  logic  behind  each  of  those  three  parts. 

As  far  as  the  economic  stimulus  is  concerned,  this  is  the  use  of 
a  temporary  set  of  tax  incentives  and  Government  spending  pro- 
grams to  help  the  economy  move  more  quickly  back  to  its  capacity 
level  of  output. 

We  are  as  a  result  of  having  at  least  15  months  of  unemployment 
rates  at  7  or  higher  than  7  percent,  we  really  are  allowing  the  Na- 
tion to  suffer  a  terrible  waste  of  our  resources.  If  we  simply  pro- 
duced at  our  capacity,  we  could  be  producing  something  like  4  per- 
centage points  more  of  output.  So  we  are  giving  up  output,  we  are 
giving  up  jobs,  when  we  have  a  tremendous  number  of  unmet 
needs  in  our  society.  So  the  main  argument  for  economic  stimulus 
is  to  help  the  economy  get  more  quickly  back  to  its  capacity  output. 

We  also  know  this  economic  recovery  has  stalled  out  once  before, 
and  we  also  know  that  compared  to  past  economic  recoveries,  that 
it  has  been  a  slow  economic  recovery.  We  at  the  CEA  did  a  com- 
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parison  of  this  economic  recovery  with  previous  economic  recoveries 
during  the  post-World  War  II  period,  and  we  discovered  that  in- 
deed we  are  far  under  the  number  of  jobs  that  would  have  been 
created  if  this  had  been  a  normal  economic  recovery. 

Depending  upon  how  you  do  the  measurements,  we  are  anywhere 
between  3  million  and  more  than  6  million  jobs  short  of  where  we 
should  be  if  we  simply  had  a  recovery  that  was  at  a  normal  pace 
of  recovery  for  our  own  history. 

So  we  feel  that  given  that  the  recovery  has  stalled  out  before  and 
we  still  have  substantial  excess  capacity  in  the  economy,  and  that 
we  are  still  underperforming  relative  to  our  own  history,  that  a 
stimulus  package  is  warranted. 

In  addition,  of  course,  we  believe  that  this  stimulus  package  is 
both  an  insurance  against  a  stallout,  but  it  also  is  a  downpayment 
on  our  investment  program. 

And  finally,  I  would  also  like  to  say  about  the  stimulus  that 
there  is  really  no  risk  here,  it  seems  to  me,  of  overheating  the  econ- 
omy. This  is  an  economy  which  had  a  substantial  amount  of  excess 
capacity  in  it.  It  is  an  economy  where  the  core  rate  of  inflation  is 
around  3  percentage  points,  and  there  is  no  real  evidence  out  there 
of  any  acceleration  in  inflationary  pressure. 

So  that  we  have  an  opportunity  here  to  use  a  cautious,  wisely 
formulated  stimulus  package  consisting  of  about  half  investment 
tax  credits  for  the  private  sector  and  half  spending  on  public  in- 
vestment programs  to  bring  us  more  quickly  to  our  capacity  level 
of  output.  So  that  is  the  economic  rationale  for  doing  a  stimulus 
package. 

The  second  part  of  the  program,  of  course,  is  what  we  call  the 
investment  program.  And  this  is  a  very  ambitious  program  de- 
signed to  increase  both  public  and  private  investment  spending  in 
the  United  States. 

Now,  I  want  to  start  out  with  the  rationale  for  this  by  indicating 
that  economists  widely  believe — and  I  know  my  predecessor  be- 
lieved this  as  well  as  I — that  over  long  periods  of  time,  the  fun- 
damental determinant  of  a  society's  well-being,  its  real  income 
growth,  of  how  prosperous  it  is,  is  its  rate  of  growth  of  productivity. 
That  is  the  dominant  mechanism  for  generating  long-term,  real 
prosperity. 

The  first  thing  I  want  to  note  in  one  of  these  charts  we  have  put 
up  here,  if  you  look  at  the  postwar  period  in  the  United  States,  you 
can  see  that  we  had  a  tremendous  deceleration  in  the  rate  of 
growth  of  productivity,  and  a  tremendous  deceleration  in  the  rate 
of  growth  of  real  hourly  compensation. 

That  kind  of  chart,  and  there  are  lots  of  other  ways  one  could 
demonstrate  this,  indicates  the  very  close  relationship  between  real 
income  growth  and  productivity  growth. 

So  the  thing  to  look  at  next  is  what  determines  the  rate  of  pro- 
ductivity growth.  Well,  the  fundamental  determinant  of  the  rate  of 
growth  of  productivity  in  a  society  is  its  investment,  and  its  invest- 
ment is  both  private  investment  and  public  investment. 

So  our  investment  package,  the  fundamental  rationale  for  our  in- 
vestment package  is  the  rationale  of  prosperity  for  ourselves  and 
our  children  through  getting  us  on  a  path  of  more  rapid  productiv- 
ity growth. 


71 

Now,  let  me  talk  about  the  kinds  of  investments  that  are  impor- 
tant to  productivity  growth.  Again,  this  is  not  just  in  our  own  his- 
tory. This  is  looking  at  other  nations  around  the  world. 

We  have  private  investment  in  plant  and  equipment  as  a  very 
important  determinant  of  productivity  growth;  investment  in  the 
skills  and  education  of  a  nation's  work  force;  investment  in  the  Na- 
tion's technology  and  the  diffusion  of  that  technology;  and  invest- 
ment in  what  you  might  call  core  infrastructure,  which  is  transpor- 
tation facilities,  water  facilities,  utilities.  Finally,  an  investment  in 
health  programs,  which  really  you  can  think  of  as  investment  in 
the  human  capital  that  we  have  at  our  disposal.  We  need  to  have 
a  healthy  work  force  as  well  as  an  educated  and  skilled  work  force. 

Now,  the  emphasis  on  investment  and  productivity  leads  me  to 
postulate  that  we  have  an  investment  deficit  in  the  United  States. 
We  have  a  private  investment  deficit  and  a  public  investment  defi- 
cit. Our  private  investment  deficit  is  best  measured  by  looking  at 
our  investment  rate  in  the  business  sector,  in  plant  and  equipment, 
compared  to  the  investment  rate  in  business  sectors,  in  plant  and 
equipment,  in  other  advanced  industrial  nations. 

If  you  look  at  that  comparison  over  the  past  20  to  25  years,  the 
United  States  is  the  low  investment  country.  So  we  have  a  deficit 
relative  to  our  competitors  in  private  investment. 

We  also  have  a  deficit  in  public  investment.  And  the  second  chart 
I  have  up  here  is  just  public  investment  as  a  percentage  of  GDP, 
What  it  shows  is  a  declining  trend  in  investment  spending  by  Fed- 
eral, State,  and  local  governments  as  a  share  of  our  output. 

This  is  actually  a  very  staggering  reality.  While  we  have  man- 
aged in  the  United  States  to  have  accumulated  increasing  amounts 
of  Government  debt,  we  have  managed  to  get  ourselves  on  a  course 
where  the  deficit  is  growing  as  a  percentage  of  GDP,  at  the  same 
time  governments  have  been  spending  less  on  those  kinds  of  pro- 
grams which  are  basically  the  foundation  for  future  prosperity: 
education  programs,  infrastructure  programs,  civilian  technology 
programs,  and  programs  related  to  the  health  and  well-being  of  the 
labor  force. 

So  I  want  to  emphasize  here  that  our  investment  package  is 
meant  to  deal  with  these  twin  deficits:  the  private  investment  defi- 
cit and  the  public  investment  deficit.  And  the  public  investment 
deficit  is  shown  by  the  second  chart  there. 

It  is  important  to  emphasize  that  this  view  of  the  world  suggests 
that  not  all  Government  spending  is  alike.  So  one  of  the  things  we 
are  proposing  here  in  our  three  part  package  is  not  just  to  reduce 
the  rate  of  growth  of  Gk)vemment  spending  in  the  economy,  not 
just  to  reduce  the  share  of  Gk>vernment  spending  in  GDP,  which  we 
are  doing,  but  actually  at  the  same  time  to  shift  fundamentally  the 
composition  of  Government  spending  towards  those  kinds  of  pro- 
grams which  will  give  prosperity  to  ourselves  and  our  children  in 
the  future. 

The  investment  package  that  we  put  together  consists  of  about 
$160  billion  over  4  years.  A  substantial  amount  of  that,  about  $100 
billion,  is  in  additional  public  investment  programs;  $60  billion  of 
that  is  in  targeted  investment  and  other  tax  incentives,  enterprise 
zones,  for  example,  all  with  the  objective  of  investing  in  the  public 
and  private  foundations  of  future  prosperity. 
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Let  me  just  give  you  a  brief  outline  of  the  public  investment 
sides  of  this.  We  have  first  of  all  a  $48  billion  package  of  spending 
on  what  we  call  Rebuild  America,  which  includes  infrastructure 
spending,  civilian  and  technology  spending,  defense  conversion 
spending. 

We  have  a  second  part  of  the  package  called  Lifelong  Learning, 
$38  billion  over  4  years.  This  really  reflects  the  idea  that  in  order 
to  get  the  right  skills  in  our  labor  force  and  the  right  flexibility  in 
our  labor  force,  we  have  to  start  from  Head  Start  and  move  right 
up  through  a  worker's  lifetime  to  give  them  the  possibility  to  train 
and  retrain  to  deal  with  a  very  changing  international  competitive 
environment. 

A  third  part  of  our  investment  program  is  what  we  call  the  re- 
warding work  part  of  the  program.  This  is  where  we  have  the  ex- 
pansion of  the  earned  income  tax  credit.  It  is  very  important  to 
give  to  American  workers  an  incentive  to  work,  an  incentive  to 
work  hard,  an  incentive  to  be  trained  and  educated  to  take  on  jobs. 

The  incentive  is  very  much  muted  or  undermined  if  it  is  the  case, 
as  it  is  in  the  United  States,  that  a  growing  number  of  workers 
who  work  full  time  cannot  earn  enough  to  bring  their  family  to  a 
poverty  level.  And  I  daresay  those  same  workers  working  full  time 
who  cannot  bring  their  family  to  a  poverty  level  income  have  a 
harder  time  providing  the  incentive  for  skills  and  education  for 
their  children. 

So  we  must  address  this  notion  of  giving  people  appropriate  in- 
centives to  work.  And  that  is  what  the  rewarding  work  part  of  our 
investment  package  is  about. 

And  then  finally  we  have  a  spending  package  to  address  certain 
national  health  crises  which  affect  the  well-being  of  our  work  force, 
and  these  go  from  immunization  of  children  through  food  stamps, 
through  AIDS,  through  drug  and  substance  abuse,  through  a  num- 
ber of  public  health  crises  that  not  only  are  social  crises,  but  are 
also  economic  crises  for  the  Nation. 

Now,  that  is  the  public  spending  part  of  the  investment  package. 
The  investment  package,  as  I  said,  also  includes  a  series  of  tax  in- 
centives to  encourage  private  investment.  And  I  am  sure  we  can 
talk  about  them  in  detail.  Just  let  me  give  you  the  ones  I  think  are 
the  most  important. 

A  small  business  capital  gains  tax  relief  to  encourage  the  forma- 
tion of  new  small  businesses:  We  all  recognize  the  importance  of 
the  small  business  sector  to  the  creation  of  jobs  in  the  United 
States. 

A  flat  small  business  investment  tax  credit:  As  you  know,  in  the 
stimulus  part  of  our  program  we  have  a  temporary  incremental  tax 
credit,  but  this  small  business  tax  credit  will  be  neither  incremen- 
tal— it  will  be  an  investment  tax  credit  that  will  exist  throughout 
the  time  horizon  of  our  program. 

We  are  asking  for  making  the  research  and  development  tax 
credit  permanent,  something  which  we  need  if  we  are  going  to 
stimulate  the  success  of  our  high-technology  industries. 

We  have  asked  for  the  creation  of  30  enterprise  zones  with  wage 
credits,  credits  on  the  depreciation  and  expensing  side  with  the 
provision  of  low-interest  loans. 
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There  are  other  parts  of  the  package,  but  together  these  pro- 
grams represent  a  targeted  attempt  to  give  tax  reHef  in  order  to 
encourage  businesses  to  undertake  private  investment  and  address 
what  I  was  referring  to  as  the  private  investment  deficit  in  the 
country. 

This  finally  brings  me  now  to  the  issue  of  deficit  reduction,  the 
third  part  of  the  package.  I  think  it  is  important  to  start  out  with 
some  of  the  facts  here.  When  we  began  to  work  on  this  package  for 
the  economy,  we  looked  into  the  future  and  observed  that  the  defi- 
cit as  a  percentage  of  GDP  was  going  to  be  expanding  over  time, 
even  as  the  economy  recovered.  Normally  one's  expectation  is  that 
when  the  economy  recovers,  the  Government  brings  in  more  reve- 
nues, because  of  a  healthier  tax  base,  and  the  Government  has  to 
spend  less  on  recession-related  items  like  unemployment  com- 
pensation or  food  stamps  or  Medicaid.  So  normally  one  hopes  the 
deficit  goes  down  when  the  economy  expands. 

But  we  have  gotten  ourselves  on  a  path  where  the  deficit  was  ris- 
ing relative  to  output  as  the  economy  expands,  something  which  is 
really  not  a  path  for  economic  prosperity.  So  it  became  essential  to 
come  up  with  a  plan  that  would  actually  reverse  that  trend.  And 
that  is  what  we  tried  to  do. 

A  second  thing  that  disturbed  us  and  made  us  feel  it  was  essen- 
tial to  act  was  of  course  the  interest  burden  of  these  ever-increas- 
ing deficits.  The  Government  doesn't  borrow  money  for  free.  It  pays 
interest  on  what  it  borrows.  In  the  last  fiscal  year,  $2  out  of  every 
$3  the  Government  borrows  went  to  pay  interest  on  the  debt.  So 
we  clearly  had  a  deficit  problem  relative  to  the  size  of  our  economy. 

Now,  I  think  I  want  to  emphasize  that  the  reason  deficits  matter 
is  not  just  because  they  are  politically  salient.  That  is  not  why  they 
matter  to  an  economist.  Why  deficits  matter  to  an  economist  is  be- 
cause when  the  Government  is  running  a  large  and  increasing  defi- 
cit relative  to  GDP,  it  must  come  into  either  the  national  or  the 
international  capital  market  and  borrow  to  finance  its  spending. 

And  when  it  borrows  to  finance  its  spending,  it  essentially  is  tak- 
ing resources  which  could  be  borrowed  by  the  private  sector  and  es- 
sentially pushing  out  or  crowding  out  private  investment.  It  is  driv- 
ing up  long-term  interest  rates  and  keeping  the  cost  of  borrowing 
to  American  households,  American  citizens,  American  students,  the 
American  business  community,  it  is  keeping  the  cost  of  borrowing 
high  for  all  of  those  actors. 

So  the  reason  for  deficit  reduction  is  to  try  to  eliminate  the  Gov- 
ernment's claims  on  savings  and  investable  resources,  creating 
lower  interest  rates  for  the  private  sector. 

But  notice,  given  my  emphasis  on  public  investment  as  another 
contribution  to  long-term  growth,  we  want  to  come  up  with  a  deficit 
reduction  package  which  reduces  Government  claims  on  invest- 
ment resources;  frees  resources  for  the  private  sector,  but  also  does 
not  denude  the  Government  of  the  capability  of  doing  public  invest- 
ment, because  public  investment  is  a  pillar  of  economic  growth  like 
private  investment. 

So  the  challenge  is  not  just  deficit  reduction  but  deficit  reduction 
in  a  way  which  preserves  and  allows  the  Grovemment  to  increase 
its  investment  spending. 
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When  we  tried  to  put  together  a  deficit  reduction  package,  I 
would  say  we  were  looking  for  several  characteristics  to  make  the 
package  be  a  sound  package.  First  of  all,  it  had  to  be  big  enough 
and  sustained  enough  to  be  credible,  and  I  mean  credible  with  the 
American  people  and  credible  with  domestic  and  international  cap- 
ital markets.  We  had  to  really  reverse  the  trend  and  reverse  it  in 
a  perceptible  way. 

If  you  see  up  there  at  the  last  chart,  it  takes  the  Federal  budget 
as  a  percentage  of  GDP  and  cuts  the  deficit  in  half  in  4  years.  We 
have  been  very  gratified  by  what  we  believe  to  be  a  vote  of  con- 
fidence in  the  credibility  of  our  package  that  has  come  from  capital 
markets. 

Since  November,  if  you  look  at  the  period  of  time  and  watch  long- 
term  bond  rates,  you  will  see  they  have  fallen  by  100  basis  points, 
and  much  of  that,  most  of  that  came  with  the  announcement  or  the 
growing  anticipation  that  we  were  going  to  have  a  serious  deficit 
reduction  effort. 

The  second  thing  about  the  package,  as  we  tried  to  structure  it, 
was  balance.  We  were  looking  for  an  approach  which  touched  in  a 
significant  way  all  major  portions  of  American  spending  programs, 
was  also  balanced  in  terms  of  having  both  taxes  and  spending  in- 
volved, was  also  balanced  in  terms  of  its  regional  effects  and  its  in- 
come effects. 

Finally,  we  were  looking  for  an  approach  which  had  no  gimmicks, 
magic  asterisks,  or  rosy  scenarios.  We  were  very  conservative  in 
our  estimates  about  growth  rates.  We  were  very  conservative  in 
our  estimates  about  interest  rates.  We  gave  ourselves  a  harder  task 
somehow  so  that  our  package  would  not  be  one  with  gimmicks. 

Finally,  we  tried  to  structure  a  package  which  we  believed  would 
be  passable,  one  which  we  could  get  the  American  people  to  sup- 
port, and  we  believe  by  our  reactions  so  far  that  the  American  peo- 
ple are  very  much  in  support  of  the  general  approach  we  have  laid 
out. 

Now,  since  I  have  already  used  up  a  fair  amount  of  time,  let  me 
just  instead  of  going  into  detail  in  the  package,  let  me  just  once 
again  emphasize  a  couple  of  criteria  that  we  employed  in  putting 
together  the  package. 

We  did  look  across  all  spending  items,  so  if  you  look  at  our  pro- 
posed 1997  numbers,  for  example,  you  will  see  that  we  propose  in 
1997  $37  billion  in  defense  cuts,  $20  billion  in  nondefense  discre- 
tionary, $34  billion  in  entitlements,  $7  billion  in  Social  Security, 
and  $14  billion  in  the  interest  payments  on  the  debt.  No  part  of 
the  spending  categories  of  the  Government  is  left  untouched. 

Second,  we  also  tried  to  be  very  specific  in  the  items  that  we  laid 
out.  So  instead  of  having  an  asterisk  or  a  gimmick,  we  have  page 
after  page  of  spending  items  with  the  estimated  saving  from  the 
particular  spending  reduction  we  have  proposed. 

On  the  revenue  side,  let  me  just  give  a  couple  of  points  about  the 
revenue  package  we  have  put  together.  On  the  energy  tax,  I  would 
like  to  emphasize  that  this  tax  is  not  simply  a  revenue  raiser.  It 
is  there  because  we  believe  that  an  energy  tax  will  have  other  ben- 
eficial effects  for  us.  It  will  encourage  conservation;  it  will  help  con- 
trol CO2  emissions;  it  will  help  reduce  our  dependence  on  oil  im- 
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ports.  Compared  to  all  other  advanced  industrial  countries,  we  are 
very  much  undertaxed  on  energy. 

This  is  a  relatively  small  tax  on  energy  which  will  raise  revenue 
for  deficit  reduction,  but  it  will  also  have  beneficial  effects  on  these 
other  energy  conservation  items. 

Finally,  on  the  income  tax  increases  we  have  proposed,  we  were 
looking  not  simply  for  ways  to  raise  revenue  but  also  for  ways  of 
restoring  some  of  the  progressivity  into  our  income  tax  rates  that 
had  been  reduced  during  the  1980s. 

I  guess  I  will  end  here  by  saying  that  I  view  very  much  the  pack- 
age as  a  coherent  whole.  I  don't  like  in  general  the  notion  of  sort 
of  taking  out  individual  pieces,  because  deficit  reduction  is  only  a 
means  to  the  end  of  more  investment,  both  private  and  public.  The 
stimulus  is  also  a  means  to  an  end  of  more  investment  by  encour- 
aging the  economy  to  recover  and  by  using  investment  incentives 
to  get  the  economy  to  recover. 

So  finally,  I  see  the  whole  package  very  much  linked  together  by 
the  goal  of  future  prosperity,  by  the  goal  of  investment,  both  public 
and  private,  as  a  way  to  get  to  future  prosperity.  Deficit  reduction 
becomes  one  of  several  means  to  that  end  of  more  advancement 
and  a  better  future  for  America. 

Thank  you. 

[The  prepared  statement  and  attachment  follow:] 
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Remarks  by  Dr.  Laura  D' Andrea  Tyson 

Chair  of  the  Council  of  Economic  Advisers 

before  the 

Ways  and  Means  Committee 

U.S.  House  of  Representatives 

/  Tuesday,  March  9,  1993 


Thank  you,  Mr.  Chairman,  for  the  opportunity  to  testify  before  the  Ways  and 
Means  Committee. 

The  election  of  1992  was  a  clear  mandate  for  change-in  particular,  economic 
change.    No  wonder  voters  expressed  this  preference.    A  number  of  disturbing 
economic  trends  have  developed  in  recent  years.    Let  me  name  just  a  few  of  them: 
median  family  real  income  has  been  stagnant-its  1991  level  was  actually  below  the 
level  reached  in  1979-despite  more  two-earner  families;  the  poverty  rate  in  1991 
was  higher  than  in  any  year  during  the  1970s;  the  Federal  Government  is  borrowing 
to  pay  almost  a  quarter  of  its  current  bills;  and  escalating  health  care  costs  are 
burdening  firms  and  workers  as  never  before.    It  is  little  wonder  that  the  voters 
gave  a  mandate  for  economic  change. 

Underlying  these  disturbing  trends  are  three  fundamental  problems  in  the 
American  economy:    a  recovery  so  anemic  it  is  only  beginning  to  show  signs  of 
substantial  employment  growth  in  its  twenty-third  month;  an  erosion  in  the  growth 
rate  of  productivity  over  the  past  twenty  years;  and  an  increase  in  inequality  that  has 
undermined  the  sense  of  fairness  in  our  economic  system. 

The  President's  three-part  economic  package-consisting  of  a  short-term 
stimulus,  an  investment  program,  and  a  deficit  reduction  plan— is  designed  to  correct 
each  of  these  fundamental  problems.    The  short-term  stimulus  is  intended  to  ensure 
a  sustained  economic  recovery  that  is  strong  enough  to  generate  employment  growth. 
The  investment  and  deficit  reduction  components  of  the  package  are  directed  toward 
boosting  productivity  growth  and  living  standards  over  the  long-term.    All  elements 
of  the  package  are  designed  with  an  eye  toward  restoring  basic  fairness  to  the 
system.    Let  me  elaborate  on  the  President's  plan  in  the  context  of  our  fundamental 
problems. 

Economic  Stimulus 

The  United  States  economy  has  experienced  a  protracted  period  of  weak 
performance.    Since  1989,  the  average  annual  rate  of  GDP  growth  has  barely 
exceeded  one-half  of  one  percent-inadequate  to  keep  up  with  population  growth. 
This  period  was  marked  first  by  sluggish  growth  in  1989  and  early  1990,  then  a 
recession  which  lasted  from  July  of  1990  until  March  of  1991,  and  finally  a  very 
slow  recovery  since  March  of  1991.    The  recovery  has  been  so  slow  that  most 
Americans  have  barely  noticed  it  is  underway.    In  the  third  quarter  of  the  recovery, 
the  economy  showed  serious  signs  of  falling  back  into  recession-real  GDP  grew  by 
only  0.6  percent  and  real  gross  domestic  purchases  actually  declined. 

Some  observers  have  used  recent  good  news  on  the  economy  as  an  argument 
against  the  stimulus  part  of  the  President's  plan.    However,  these  recent  releases 
must  be  placed  in  their  broader  economic  context.    For  example,  last  Friday  the 
Labor  Department  released  data  on  the  employment  situation  for  the  month  of 
February  that  showed  strong  growth  in  employment,  measured  by  both  the  household 
and  payroll  surveys.    A  careful  look  at  the  numbers,  however,  reveals  that  90 
percent  of  employment  gains  were  concentrated  in  involuntary  part-time  employment- 
-people  who  are  working  part-time,  but  desire  full-time  work.    Furthermore, 
employment  growth  in  the  current  recovery  remains  6.4  percentage  points  below 
what  it  has  been  in  the  first  23  months  of  the  typical  post- World  War  11  recovery- 
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which  translates  into  a  deficiency  of  about  7  million  jobs  at  current  levels  of 
employment.    The  unemployment  rate  has  exceeded  7  percent  for  15  consecutive 
months  and  remains  higher  than  the  rate  at  the  technical  endpoint  of  the  recent 
recession.    This  rate  of  unemployment  translates  into  an  output  loss,  relative  to  our 
capacity,  of  about  4  percent  of  GDP.    That  is  simply  unacceptable. 

Many  of  the  factors  that  contributed  to  recession  or  sluggish  growth  over  the 
past  four  years  are  still  acting  to  depress  the  economy.    Many  U.S.  companies  are 
in  the  midst  of  a  painful  restructuring  process  that  will  ultimately  make  them  more 
competitive,  but  currently  generates  large  permanent  layoffs.    This  restructuring  is 
manifest  by  the  fact  that  the  fraction  of  unemployed  workers  that  have  permanently 
lost  their  previous  jobs  reached  an  all-time  high  of  over  45  percent  in  October  of 
1992.    Ongoing  and  future  reductions  in  defense  spending  will  require  a  significant 
reallocation  of  resources  that  will  continue  to  act  as  a  drag  on  the  economy.    This 
process  actually  began  in  the  late  1980s,  and  before  it  is  completed  may  well 
involve  a  shift  of  over  3  percent  of  our  GDP  from  military  to  civilian  purposes.    In 
several  parts  of  the  country  the  commercial  real  estate  market  remains  considerably 
depressejd,  a  consequence  of  overbuilding  that  occurred  in  the  1980s.    There  is  little 
hope  that  commercial  real  estate  construction  will  return  to  1980s  levels  anytime 
soon.    Also,  a  number  of  our  trading  partners  have  experienced  much  slower  growth 
in  recent  months  and  that  has  reduced  growth  in  our  exports.    Real  GDP  in  both 
Germany  and  Japan,  for  example,  declined  in  recent  quarters.    Furthermore,  reduced 
withholding  of  taxes  last  year  will  reduce  tax  refunds  this  spring,  and  this  is  likely 
to  make  consumer  spending  unseasonably  low.    For  all  of  these  reasons  we  cannot 
be  overconfident  about  the  continued  strength  of  the  recovery. 

And  for  all  of  these  reasons,  Resident  Clinton's  economic  plan  includes  a 
stimulus  package  of  spending  increases  and  targeted  tax  cuts  to  spur  investment  and 
job  growth  in  the  near  term.    The  short-term  stimulus  package  is  best  viewed  as  an 
insurance  policy  designed  to  make  sure  that  recovery  does  not  falter  again,  and  as  a 
downpayment  on  the  investment  plan  that  will  largely  occur  in  subsequent  fiscal 
years. 

Three  criteria  have  guided  the  design  of  this  package:    the  potential  for  rapid 
spend-out  rates;  consistency  with  the  investment  program;  and  modest  size.    All  of 
the  items  included  in  the  package  are  fast-acting  and  job-creating.    The  unemployed 
have  already  waited  far  too  long.    All  of  the  items  included  in  the  package  are 
worthwhile  on  their  own  merits  and  are  consistent  with  the  basic  long-run  goal  of 
shifting  public  expenditure  toward  investment.    In  that  sense  the  package  can  be 
appropriately  thought  of  as  a  downpayment  on  the  Administration's  overall  long-run 
investment  program.    The  size  of  the  stimulus  is  limited  by  the  deficit  problem  we 
have  inherited-a  problem  that  has  proven  to  be  much  larger  than  anticipated-and  by 
the  fact  that  economic  growth  has  picked  up  in  the  last  two  quarters.    The  modest 
size  also  reflects  a  desire  to  avoid  overstimulating  the  economy  in  the  event  that  the 
current  recovery  does  continue  at  the  pace  of  the  last  two  quarters. 

Our  economic  stimulus  program  comes  to  about  $30  billion,  composed  of 
roughly  50%  spending  increases  and  50%  tax  incentives.    The  spending  side  of  the 
package  includes  increased  funding  for  the  following  programs:    extended 
unemployment  benefits,  highway  construction,  a  summer  jobs  and  training  program 
for  underprivileged  youth,  community  development  block  grants,  education  programs, 
wastewater  cleanup,  and  important  environmental  and  technology  programs.    All  of 
these  programs  are  consistent  with  the  philosophy  of  investing  more  in  our  people 
and  our  infrastructure. 

The  tax  incentives  are  mostly  in  the  form  of  investment  tax  credit  programs 
for  large  and  small  businesses.    The  investment  tax  credit  is  incremental  and 
temporary  for  large  businesses  (over  $5  million  in  gross  receipts).    The  basic  rate  is 
7%  (smaller  for  shorter-lived  assets)  on  all  equipment  investment  above  70%  of  a 
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historical  base  (a  three-year  average)  in  1993  and  80%  of  that  same  base  in  1994. 
The  credit  applies  to  equipment  put  in  place  between  December  3,  1992  and 
December  31,  1994.    Small  businesses,  which  would  presumably  find  the 
recordkeeping  of  an  incremental  ITC  burdensome,  are  given  a  7%  ITC  from  the  first 
dollar  for  two  years,  dropping  down  to  a  permanent  5%  ITC  thereafter. 

The  Administration  estimates  that  the  stimulus  package,  taken  by  itself,  will  add 
about  0.3%  to  the  annual  growth  rates  of  real  GDP  in  1993  and  1994,  creating 
about  500,000  additional  jobs  by  the  end  of  1994. 

The  Nation's  Long-Term  Problems 

Sustainable  increases  in  the  Nation's  standard  of  living  can  only  be  attained 
through  rising  levels  of  productivity.    As  the  amount  of  output  per  worker  increases 
over  time,  so  does  the  potential  consumption  per  worker.    Because  of  this  linkage, 
the  rate  of  productivity  growth  is  a  crucial  indicator  of  how  living  standards  will 
change  over  time. 

From  the  end  of  World  War  II  until  1973,  productivity  grew  at  an  annual  rate 
of  about  2.5%,  which  implies  a  doubling  in  the  standard  of  living  in  just  under  30 
years.    The  notion  that  each  generation  could  leave  its  children  a  better  place  and  a 
higher  living  standard  was  virtually  taken  for  granted.    Not  any  more.    Since  1973, 
the  average  annual  rate  of  productivity  growth  has  fallen  to  about  0.8  percent,  which 
implies  that  living  standards  will  double  every  90  years.    The  slowdown  may  be 
exaggerated  to  some  extent  by  our  inability  to  measure  productivity  growth  in  the 
rapidly  growing  service  sector  of  the  economy,  as  some  observers  claim,  but  a 
substantial  portion  of  this  slowdown  is  a  consequence  of  adverse  economic  events 
and  policy  choices  that  have  promoted  consumption  rather  than  investment. 

Intuitively,  our  productivity  increases  with  improvements  in  technology  or  the 
skill  of  our  workforce  and  with  increases  in  the  amount  of  plant,  equipment,  and 
infrastructure  our  workers  use  in  the  production  process.    All  of  these  driving  forces 
of  productivity  growtii  require  that  we  make  investments-investments  in  research 
and  development  to  improve  technology;  investments  in  health,  education,  and 
training  to  improve  workers  skills;  and  investments  in  buildings,  machines,  roads, 
bridges,  railways,  airports  and  the  like  to  increase  our  Nation's  capital  stock. 

The  amount  of  investment  that  the  Nation  achieves  depends  directiy  and 
indirectiy  on  government  actions.    Many  government  programs  contribute  directiy  to 
the  stock  of  public  capital-health  care,  education,  training,  and  infrastructure 
spending,  for  example.    Other  government  policies,  especially  tax  policies,  indirectly 
influence  the  amount  of  spending  on  private  capital-research  and  development, 
plant,  and  equipment-that  firms  choose  to  undertake. 

Policies  of  the  last  twelve  years  have  eroded  productivity  growth  in  the 
economy  by  undermining  both  public  and  private  human  and  physical  capital 
formation.    Conventional  measures  of  public  investment  as  a  share  of  GDP  have 
fallen  each  decade  since  the  1960s.    Furthermore,  the  large  budget  deficits  required 
to  finance  growth  in  defense  and  other  non-investment  government  spending 
programs  during  the  1980s  have  reduced  the  pool  of  resources  available  for  private 
investments  in  human  and  physical  capital.    We  must  reverse  the  fiscal  policies  of 
the  last  twelve  years  in  order  to  increase  capital  formation  and  the  rate  of  growth  in 
our  living  standards.    The  investment  program  and  die  deficit  reduction  plan  are 
intended  to  accomplish  these  objectives. 

The  Investment  Program 

The  investment  program  includes  a  wide  range  of  items  that  have  benefits  t 
that  will  be  felt  over  long  periods  of  time,  and  thus,  fit  the  conceptual  definition  df 
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investment.    The  Clinton  investment  package  delivers  on  all  of  the  major  public 
investment  initiatives  promised  by  the  F*resident  during  his  campaign-initiatives  to 
put  people  back  to  work;  initiatives  to  facilitate  lifelong  learning  from  childhood 
through  retirement;  initiatives  to  reward  work  for  those  who  work  hard  and  play  by 
the  rules;  initiatives  to  address  urgent  public  health  problems;  and  initiatives  to 
encourage  private-sector  investments  that  provide  technological  gains  and  improved 
productivity. 

The  investment  program  totals  $160  billion  over  four  years  and  addresses  the 
President's  major  campaign  promises  under  the  following  headings: 

REBUILD  AMERICA:    $48  billion  over  four  years  concentrated  in  six  key  areas: 

0     Transportation  infrastructure  ($8.4  billion),  which  includes  full  funding  of  the 
Intermodal  Surface  Transportation  Efficiency  Act  and  investments  in  mass 
transit,  high  speed  rail,  and  airports. 

o  Technology  ($17.0  billion),  which  will  fund  the  National  Science  Foundation, 
science,  engineering,  and  technology  grants,  high  performance  computing,  and 
extension  of  the  research  and  development  tax  credit. 

0     Environment  ($8.0  billion),  which  will  fund  water  cleanup,  environmental 
technology,  weatherization  grants,  forestry  research,  and  natural  resource 
protection. 

o     Energy  ($3.0  billion),  for  energy  conservation  and  renewable  energy  programs, 
fusion  research,  and  more  energy  efficient  Federal  buildings. 

0     Housing  and  Community  Development  (9.6  billion),  for  Community  Block 
Grants,  fifty  enterprise  zones,  assisted  housing,  and  extension  of  the  low- 
income  housing  tax  credit. 

0  Rural  Development  ($1.5  billion),  for  priorities  such  as  rural  water  and  waste 
loans  and  grants  and  community  and  business  development  for  rural  areas. 

LIFELONG  LEARNING:    $38  billion  over  four  years  for  education  and  training  of 
people  from  early  childhood  through  adulthood.    This  includes  some  measures 
intended  for  defense  conversion: 

o  A  National  Service  Program  ($3.0  billion). 

0  Full  funding  for  WIC  ($1  billion). 

0  Full  funding  of  Head  Start  by  1999  ($3.7  billion). 

0  Education  reform  and  initiatives  ($3.2  billion). 

0  Worker  training  programs  ($4.1  billion). 

0  Youth  apprenticeship  programs  ($0.5  billion). 

0  Parenting  and  Family  Support  ($0.5  billion). 


REWARDING  WORK:    $25  billion  over  four  years,  mainly  accounted  for  by  a 
dramatic  increase  in  the  Earned  Income  Tax  Credit  (EITC).    The  EITC  is  simplified 
and  greatly  liberalized.    It  is  extended  for  the  first  time  to  workers  without 
children-at  a  7.65%  rate  that  offsets  the  employee  portion  of  FICA  taxes.    And  the 
credit  for  workers  with  children  is  enriched  enough  so  that  a  family  of  four  with  a 
parent  working  fulltime  at  the  minimum  wage  is  lifted  up  to  the  poverty  line.    This 
category  also  includes  emergency  unemployment  compensation  benefits  and  a  crime 
initiative. 

HEALTH  CARE:    $26  billion  over  four  years  for  AIDs,  women's  health,  drug  and 
substance  abuse  prevention  and  treatment,  nutrition  assistance,  USDA  food  safety 
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initiative,  VA  medical  care,  and  improvements  in  Social  Security  disability  insurance 
processing. 

TAX  INCENTIVES:    $24  billion  over  four  years  to  encourage  private  investment 
through  investment  tax  credits,  alternative  minimum  tax  relief  for  corporations, 
targeted  capital  gains  relief  for  small  start-up  businesses,  and  real  estate  investment 
incentives. 

Some  will  argue  that  these  expenditures  are  not  all  investments,  that  one 
government  program  is  much  like  another. 

This  argument  simply  does  not  hold  water.    There  is  a  big  difference  between 
Head  Start,  which  we  are  fully  funding,  and  a  subsidy  for  honey,  which  we 
eliminate.    A  dollar  invested  in  Head  Start  can  avert  as  much  as  $6  in  spending  for 
special  education,  crime  and  income  support.    We  will  invest  in  the  things  that 
improve  future  living  standards  for  us  and  our  children. 

This  program  will  stimulate  private  and  public  investment  in  order  to  increase 
our  rate  of  growth  in  productivity  and,  ultimately,  living  standards.    These  new 
investments  are  a  central  part  of  the  President's  plan. 

The  Deficit  Reduction  Plan 

Finally,  in  order  to  reduce  the  government's  claims  on  credit  markets,  the 
President's  economic  package  includes  a  credible  deficit-reduction  plan.    Deficit 
reduction  is  not  an  end  in  itself.    It  is  a  means  to  greater  capital  formation,  faster 
productivity  growth  and  higher  living  standards.    Deficits  require  government 
borrowing—either  from  the  private  sector,  reducing  funds  available  to  private 
investors  and  consumers  and  raising  their  cost  of  borrowing,  or  from  the  rest  of  the 
world,  so  that  in  the  future  a  growing  share  of  our  tax  dollars  will  be  used  to  pay 
off  foreigners  who  lent  us  money. 

The  President's  proposal  features  a  four- year  (FY94-FY97)  gross 
deficit-reduction  program  that  is  phased  in  gradually.    By  FY97  the  plan  will  cut 
nearly  $200  billion  from  the  deficit,  with  $112  billion  in  spending  cuts  and  $83 
billion  in  revenue  increases.    After  allowing  for  the  $55  billion  in  new  investment 
initiatives  that  will  be  introduced  as  part  of  the  investment  package  in  that  year,  the 
program  achieves  a  net  deficit  reduction  of  $140  billion  from  the  baseline  deficit  in 
FY97  alone. 

The  President's  proposed  multi-year  budget  has  no  plugs,  caps,  gimmicks,  or 
magic  asterisks.  All  cuts  are  identified  in  the  0MB  document  "A  Vision  of  Change 
for  America."    The  150  specific  spending  cuts  reduce  Federal  government  spending 
by  $247  billion  over  4  years.    The  spending  cuts  are  nearly  matched  in  magnitude 
by  specific  revenue  increases. 

The  spending  savings  in  the  President's  plan  are  in  six  general  categories: 
terminating  programs  that  don't  work  or  are  no  longer  needed;  eliminating  subsidies 
for  wasteful  programs  and  charging  fees  for  government  services;  managing 
government  for  cost-effectiveness  and  results;  controlling  health  care  costs;  adjusting 
defense  spending  to  new  post-Cold  War  realities;  and  asking  for  shared  contributions 
from  all  Americans. 

We  have  taken  the  first  steps  toward  changing  our  economic  course  within 
the  Federal  Government  itself.    It  is  only  fair  that  if  we  ask  Americans  to 
contribute,  that  the  Federal  bureaucracy  make  the  first  contribution.    From  the  White 
House  on  down,  every  department  and  agency  is  affected.    President  Clinton  has 
directed  a  25  percent  reduction  in  the  staff  of  the  White  House,  and  the  elimination 
of  100,000  positions  in  the  Federal  Government  workforce. 
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Some  of  the  larger  items  in  the  long  list  of  spending  cuts  are: 

o     Defense  spending  reductions  of  $37  billion  in  FY97  and  $76  billion  over  a  4- 
year  period. 

0     Reduction  of  federal  pay,  retirement  benefits,  the  number  of  civilian 
employees,  and  administrative  budgets  of  departments  agencies  for  a  total 
savings  of  $11.7  billion  in  FY97. 

0     Reduction  of  social  security  benefits  for  taxpayers  above  $32,000  (joint)  or 
$25,000  (single):    $6.9  billion  in  FY97. 

0     Change  the  maturity  structure  of  the  national  debt:  $3.9  billion  in  savings  in 
FY97. 

o     Savings  in  Medicare  and  Medicaid  (the  sum  of  33  programmatic  changes, 
virtually  all  of  which  cut  provider  reimbursements);  $17.7  billion  in  FY97. 

0     Auctioning  part  of  the  Federal  Communications  Commission  spectrum:    $2.1 
billion  in  FY97. 

A  large  portion  of  the  additional  revenues  raised  in  the  President's  plan  are 
attained  by  increasing  taxes  on  the  very  wealthy,  who  have  benefitted  most  from  the 
reduced  taxes  of  the  1980s.    This  burden  sharing  is  also  consistent  with  the 
President's  desire  to  reduce  the  growing  gap  between  rich  and  poor. 

Personal  income  tax  rates  are  raised  for  approximately  1 .2%  of  returns  with 
the  highest  taxable  income  as  follows: 

0     A  36%  bracket  begins  at  $140,000  for  joint  filers  ($115,000  for  singles). 

o     A  39.6%  bracket  begins  at  $250,000,  regardless  of  filing  status. 

o     The  maximum  tax  rate  on  caoital  gains  remains  28%,  as  under  current  law. 

o     The  Alternative  Minimum  Tax  (AMT)  becomes  two-tiered:    26%  up  to 
$175,000  of  AMT  income  and  28%  thereafter. 

All  these  rate  changes  are  estimated  to  raise  $26.3  billion  in  FY97. 

In  order  to  raise  revenue,  encourage  the  conservation  of  energy,  and  reduce 
harmful  emissions,  the  President's  plan  also  includes  an  energy  tax  that  is  phased  in 
gradually.    When  fully  effective,  the  proposed  new  energy  tax  will  be  25.7  cents  per 
million  BTU,  with  an  additional  34.2  cents  per  million  BTU  on  oil.    These  amounts 
are  indexed,  so  that  the  tax  rises  slightly  with  the  rate  of  inflation.    The  tax  is 
phased  in  in  three  stages:  one-third  in  July  1994,  one- third  in  July  1995,  and  the 
final  one-third  in  July  1996.    Estimated  impacts  on  retail  energy  prices  arc  3-8%, 
depending  on  the  specific  product.    But  the  tax  will  be  levied  and  collected  at  the 
source  (production  or  import). 

Many  are  concerned  that  the  energy  tax  increase  will  have  adverse  effects  on 
inflation  in  the  economy  as  a  whole.    These  fears  are  unfounded.    A  variety  of 
calculations  suggests  that  the  BTU  tax  will  increase  the  rate  of  overall  inflation  by 
about  0.2  to  0.3  percentage  points.    This  is  consistent  with  historical  experience. 
When  energy  prices  rose  50  to  60%  in  response  to  the  oil  price  shocks  of  the 
1970s,  the  rate  of  inflation  increased  by  about  4  percentage  points. 
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A  higher  tax  rate  is  placed  on  oil  for  two  reasons.    One  is  as  a  national 
security  surcharge.    A  hidden  cost  of  dependence  on  foreign  oil  sources  is  the 
additional  money  that  must  be  spent  on  foreign  aid  and  national  defense  in  order  to 
protect  our  strategic  interests.    This  surcharge  makes  consumers  of  oil  bear  part  of 
that  burden  more  explicitly.    The  second  reason  for  the  higher  rate  on  oil  is  that  a 
straight  BTU  tax  would  burden  natural  gas  (a  less  polluting  source)  more  heavily 
than  oil  (a  more  polluting  source).    In  order  to  discourage  consumers  from 
substituting  to  the  more  polluting  source  as  a  result  of  the  tax  change,  an  additional 
levy  on  oil  was  required.    Hence  the  oil  supplement  corrects  two  negative 
"externalities"  associated  with  oil  consumption. 

The  BTU  tax  is  estimated  to  raise  $22.3  billion  in  FY97,  after  netting  out 
roughly  $7  billion  in  reduced  income  and  payroll  tax  receipts  that  Treasury  revenue 
estimators  assume  will  result  from  the  tax.  In  addition,  the  Administration  proposes 
additions  to  Food  Stamps,  the  EITC,  and  the  Low  Income  Home  Energy  Assistance 
Program  (LIHEAP)  to  offset  the  burden  of  the  energy  tax  for  low  and  moderate 
income  households.  These  additional  programs  cost  roughly  $10  billion,  and  ensure 
that  families  with  incomes  below  $30,000  will  face  virtually  no  net  tax  increase. 

The  basic  corporate  tax  rate  is  raised  from  34%  to  36%.  In  addition,  a  number 
of  tax  preferences  and  deductions  are  reduced  or  eliminated  and  tax  enforcement  is 
increased.    Total  revenue  accruing  to  the  government  from  these  sources  is  estimated 
to  be  $14.1  billion  in  FY91.    In  addition,  a  variety  of  other  changes  in  "business 
taxes"  (which  can  appear  on  either  personal  or  corporate  returns)  nets  $8.4  billion  in 
1997. 

The  health  insurance  portion  of  the  payroll  tax  will  apply  to  all  earnings,  rather 
than  being  capped  (as  at  present)  at  $135,000.    The  revenue  yield  from  this  change 
in  FY97  is  projected  to  be  $6.8  billion. 

A  brief  rundown  of  the  key  features  of  the  President's  deficit  reduction  plan 
verifies  that  these  spending  cuts  and  revenue  increases  are  real  and  identifiable.    But 
the  budget  game  is  a  complicated  one,  and  this  is  only  the  first  step  we  have  taken 
to  make  the  package  credible. 

To  allay  any  fears  of  "rosy  scenarios,"  the  budget  projections  are  based  on  a 
highly  unusual  procedure:    We  use  the  pessimistic  forecast  of  the  CBO,  rather  than 
the  Administration's  more  optimistic  forecast-even  though  the  latter  virtually 
matches  the  current  Blue  Chip  consensus  (see  Table  2).    Under  the  CBO's 
pessimistic  forecast,  the  deficit  falls  from  5.4%  of  GDP  in  fiscal  1993  to  2.7%  in 
1997.    Under  the  Administration's  forecast,  the  deficit  falls  even  further-to  2.2%  of 
GDP  in  fiscal  1997-because  of  the  higher  level  of  GDP  that  is  attained  and  the 
increased  tax  revenues  and  reduced  mandatory  expenditures  that  accompany  a 
healthier  economy. 

Finally,  a  credible  plan  requires  an  enforcement  mechanism.    Under  the 
President's  plan,  we  propose  to  extend  the  Budget  Enforcement  Act,  with  continued 
caps  on  discretionary  spending,  "pay-as-you-go"  requirements,  and  sequesters  when 
necessary. 

The  President's  plan  is  a  bold  one,  but  of  course  it  is  only  the  beginning  of  a 
long  budget  process.    We  welcome  your  ideas  about  how  to  improve  this  package. 
While  no  one  will  be  happy  with  everything  in  this  package,  let  me  underscore  the 
President's  view  that  our  deficit  reduction  goals  will  never  be  attained  unless  we  are 
willing  to  view  these  hundreds  of  specific  proposals  as  a  single  package.    If  we  are 
going  to  restore  a  proposed  spending  cut,  we  must  propose  specific  alternatives  to 
take  its  place. 
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If  the  Congress  enacts  this  deficit  reduction  plan,  the  results  will  be  dramatic. 
But  the  reality  is  that  deficits  will  begin  to  climb  back  up  toward  the  end  of  the 
decade.    The  primary  reason  is  skyrocketing  health  care  costs.    As  a  government 
and  as  a  society,  we  must  reform  health  care  to  ensure  quality,  affordable  care  for 
all  Americans.    Health  care  costs  threaten  the  security  of  families,  businesses,  and 
government  alike.    We  must  also  act  to  control  health  care  costs  if  we  hope  to 
control  deficits  in  the  long  term. 

How  the  Package  Promotes  Fairness 

All  three  elements  of  the  package  will  help  restore  a  sense  of  fairness.    The 
stimulus  will  promote  job  opportunities  for  some  of  the  9  million  unemployed 
members  of  our  labor  force.    Since  the  investment  program  includes  a  number  of 
programs,  such  as  head  start,  WIC,  health  care,  worker  training  and  retraining, 
education  and  the  earned  income  tax  credit,  that  directly  increase  opportunities  for 
the  most  disadvantaged  members  of  society,  it  will  also  help  level  the  playing  field. 
Finally,  the  manner  in  which  revenues  are  raised  for  deficit  reduction  will  ask  the 
most  from  those  who  can  afford  it--the  top  1.2  percent  of  American  income  earners. 
All  of  these  features  of  the  total  package  will  help  restore  a  sense  of  fairness  in  our 
system  and  give  meaning  to  the  American  dream  for  those  members  of  society  who 
were  left  behind  by  the  policies  of  the  past  twelve  years. 


The  Economic  Outlook 

Forecasting  economic  performance  is  not  an  easy  task.    As  the  budget  process 
reminds  us,  there  are  many  uncertainties  which  will  have  a  great  impact  on  the 
future  path  of  the  economy.    What  is  more  important  than  any  specific  predictions 
CBO  or  the  Administration  makes  about  economic  performance  is  that  we  make 
sound  choices  about  policy  that  raise  the  our  investment  rate,  our  productivity,  and 
ultimately,  our  living  standards. 

As  noted  in  discussing  the  budget  estimates,  the  Administration  forecast  for 
real  GDP  growth  is  slightly  higher  than  the  CBO  forecast  on  balance.    In  1993  and 
1994,  the  Administration  forecast  of  3.1  and  3.3  percent  growth,  respectively, 
corresponds  exactly  to  the  private  Blue  Chip  consensus  forecast.    This  is  higher  than 
the  CBO  estimates  of  2.8  and  3.0  percent.    The  Administration  forecast  assumes  that 
the  stimulus  package  provides  some  additional  growth  in  real  GDP  in  the  early 
years.     As  the  stimulus  wears  off  and  the  ITC  for  large  businesses  is  eliminated, 
the  Administration  forecast  falls  slightly  below  the  CBO  forecast  in  1995. 

From  1996  through  1998,  the  Administration  forecast  essentially  assumes  that 
the  economy  begins  to  feel  some  of  the  benefits  of  a  higher  capital  stock  as  a  result 
of  the  investment  program  and  the  tax  incentives  provided  in  the  stimulus. 
Consequently,  while  the  CBO  assumes  that  growth  falls  off  to  less  than  2  percent  by 
1998,  we  feel  that  a  long-run  capacity  growth  rate  of  2.5  percent  is  more  realistic. 
In  these  "out  years,"  the  Administration  forecast  is  identical  to  the  Blue  Chip 
consensus. 

Mr.  Chairman,  this  concludes  my  testimony,  but  I  wanted  to  take  a  moment 
to  thank  you  and  your  committee  for  your  invitation  and  for  your  welcome.    I  look 
forward  to  working  with  you  during  my  tenure  at  the  Council  of  Economic 
Advisers.    I  know  by  working  together  we  can  all  share  in  the  effort  to  strengthen 
our  economy  by  ensuring  a  stronger  recovery,  higher  rates  of  public  and  private 
investment,  and  reduced  Federal  budget  deficits. 
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Table  1.   Comprehensive  Budget  Impact  of  the  Package 

rY1997 
BASELINE  $346 


Spending  Cuts: 

Mondefense  discretionary 
Entitlement 

Associated  debt  service 
Subtotal : 


-37 
-20 
-41 

-14 
-112 


Revenue  increases 


-83 


GROSS  DEFICIT  REDUCTION 


-195 


Clinton  investment  program: 
Spending 

Tax  reductions 

Subtotal : 

NET  DEFICIT  REDUCTION 


+39 

+15 

+55 

-140 


DEFICIT  WITH  CLINTON  POLICY 


$206 


Notes :    This  scores  savings  generated  by  increasing  the 
taxation  of  social  security  benefits  as  a  cut  in 
entitlement.  Some  may  prefer  to  cotint  it  as  a  tax 
increase. 


Table  2.   Comparison  of  Real  GDP  Forecasts 


Real  GDP  growth  (Q4/Q4) 

1993    1994    1995    1996    1997    1998 

CBO    2.8%    3.0%    2.8%    2.6%    2.2%    1.8% 

Administration    3.1%   3.3%   2.7%   2.5%   2.5%   2.5% 

Blue  Chip    3.1%    3.3%    2.5%    2.5%    2.5%    2.5% 
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Chairman  Rostenkowski.  Thank  you,  Doctor. 

Do  you  leave  any  room  for  to  us  make  any  changes  at  all? 

Ms.  Tyson.  I  thought  I  would  give  you  the  economic  rationale, 
but  I  am  certainly  willing  to  listen  to  all  suggestions  in  terms  of 
that  economic  rationale,  absolutely. 

Chairman  Rostenkowski.  Well,  Dr.  Tyson,  about  1985,  1986,  we 
wrote  a  tax  bill  here  that  was  in  the  minds  of  many  of  us  a  sim- 
plification bill.  Do  you  fill  out  your  own  income  tax  returns? 

Ms.  Tyson.  No,  I  have  an  accountant  fill  out  my  income  tax. 

Chairman  Rostenkowski.  I  read  all  your  suggestions,  and  I  am 
not  suggesting  that  I  disagree  with  them.  With  this  wave  of  enthu- 
siasm, the  American  people  have  shown  that  they  are  in  support 
of  this  program,  and  I  am  afraid  to  disagree  with  it.  But  the  fact 
of  the  matter  is,  investment  tax  credits,  capital  gains,  enterprise 
zones,  are  we  going  to  muck  up  the  code  at  all? 

Ms.  Tyson.  I  think  what  we  are  trying  to  do  here  is  to  find  a 
way  to  use  the  tax  system  to  encourage  those  kinds  of  economic  ac- 
tivities which  the  country  most  needs  right  now. 

Now,  using  the  tax  system  in  a  targeted  way  does  indeed  make 
the  tax  system  more  complicated.  My  answer  to  that  would  be,  we 
are  trying  to  strike  a  balance  here  between  more  simplification, 
which  of  course  would  make  it  easier,  and  incentives  that  are  tar- 
geted. 

Chairman  Rostenkowski.  And  I  don't  want  to  disagree  with 
that.  I  think  if  we  can  target  areas  where  we  have  a  slump  in  the 
economy  or  a  problem  in  the  industry,  that  we  ought  to  do  some- 
thing like  that. 

But  since  I  have  been  sitting  on  this  committee,  it  almost  always 
seems  that  once  you  give  business  or  the  taxpayer  a  break  in  an 
area  like  an  incentive,  there  is  no  way  that  you  can  rescind  that. 
It  is  like  a  sick  patient.  Once  you  give  them  all  the  medicine  and 
they  get  cured,  you  send  them  out  of  the  hospital,  they  don't  take 
the  medicine  anymore.  But  American  business  starts  making  this 
a  part  of  doing  business.  And  that  is  what  I  always  worry  about. 

I,  for  one,  would  like  the  private  sector  to  do  a  lot  more,  and  if 
Government,  or  more  specifically,  if  in  this  committee  we  can  cre- 
ate an  atmosphere  where  they  are  going  to  do  more,  once  they  are 
well  and  active,  then  we  can  take  the  break  away.  It  has  always 
been  a  problem.  Whenever  you  recommend  that  you  are  going  to 
do  something  for  a  5-year  period,  about  the  second  year  the  busi- 
ness community  is  sitting  down  there  saying:  "Can  you  give  us  an- 
other extension  for  four  more  years?"  And  now  it  is  not  5  years,  it 
is  9  years.  And  that  is  what  worries  me  about  this. 

I  think  that  this  is  a  bold  package.  I  have  endorsed  it.  I  just  hope 
that  when  we  eliminate  the  deficit  or  curtail  our  spending,  that  we 
are  broad  enough  to  understand  that  good  business,  in  my  opinion, 
makes  investment  when  the  time  and  climate  is  right  and  not  be- 
cause we  give  them  incentives. 

Mr.  Pickle. 

I  am  sorry,  Mr.  Archer. 

Mr.  Archer.  Thank  you,  Mr.  Chairman. 

Dr.  Tyson,  on  your  chart  there  I  notice  you  say  it  is  a  CBO  fore- 
cast. Is  that  the  same  as  CBO  numbers,  or  is  that  just  their  basic 
assumptions? 
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Ms.  Tyson.  That  is  basically  using  their  assumptions  about  how 
the  economy  interest  rates 

Mr.  Archer.  So  those  are  the  basic  assumptions? 

Ms.  Tyson.  Basic  assumptions. 

Mr.  Archer.  The  President  when  he  spoke  to  the  Congress — and 
he  got  large  applause — said  we  were  going  to  be  honest  in  our 
budget.  We  are  going  to  use  CBO  numbers.  He  did  not  say  assump- 
tions. He  said  CBO  numbers.  And  I  believe  based  on  the  latest 
CBO  numbers  that  are  now  at  our  disposal,  that  those  Presidential 
deficit  figures  are  completely  wrong. 

Ms.  Tyson.  Actually  that  is  not  true,  although  using  CBO  num- 
bers, one  gets  different  amounts  of  deficit  reduction.  Using  CBO 
numbers  in  fact  brings  you  to  a  deficit  relative  to  GDP  level  in 
1997,  with  our  spending  and  revenue  programs  as  estimated  by 
CBO,  actually  brings  you  to  a  2.7  deficit  to  GDP  ratio. 

So  while  it  is  true  that  CBO  has  now  estimated  what  they  be- 
lieve to  be  the  spending  cuts  and  revenue  increases  from  our  own 
program,  they  end  up  in  the  same  deficit-to-GDP  place  that  we  do. 

Mr.  Archer.  But  the  deficit  numbers  are  very  different 

Ms.  Tyson.  By  the  outyear 

Mr.  Archer  [continuing].  Than  what  came  out  of  OMB  and 
Treasury. 

Ms.  Tyson.  It  depends  on  what  you  mean  by  deficit  numbers. 

Mr.  Archer.  The  total  amount  of  the  deficit,  they  said  there  was 
a  shortfall  and  that  is  why  you  are  going  back  to  pick  up  another 
$55  or  $63  billion  of  spending  cuts.  The  cuts  are  not  there,  but  I 
don't  want  to  belabor  this  because  time  is  fleeting. 

You  mentioned  a  very  interesting  thing  to  me.  You  said  we 
should  have  more  and  more  Government  investment  because  that 
creates  economic  growth.  Yet  the  Europeans  are  telling  us  that  all 
of  the  increased  government  investment  that  you  compare  this 
country  to,  has  dragged  down  their  economy.  As  a  result,  that  they 
are  moving  away  from  government  investment  and  letting,  as  the 
chairman  said,  the  private  sector  have  a  bigger  and  bigger  role. 

I  just  want  to  make  that  point.  But  you  also  said  that  we  don't 
tax  energy  enough.  You  compared  the  taxation  of  other  countries 
in  the  world  of  energy  to  ours. 

I  would  like  for  you  to  cite  me  one  country  in  the  world  that 
taxes  its  basic  raw  energy  at  all.  I  am  not  talking  about  gasoline 
taxes  or  diesel  fuel  taxes  or  jet  fuel  taxes,  which  are  consumption 
taxes.  I  am  talking  about  the  raw  ingredient  that  applies  itself 
through  the  industrial  capacity  of  a  nation.  Can  you  tell  me  one 
other  country  that  taxes  its  basic  raw  energy? 

Ms.  Tyson.  Let  me  first  answer  or  address  your  first  point. 

Mr.  Archer.  No,  I  would  like  for  you  to  answer  my  question. 

Ms.  Tyson.  The  answer  on  your  second  point  is  that  basically  the 
incidence  of  this  tax  will  filter  through  all  uses  of  energy  in  the 
system.  I  have 

Mr.  Archer.  With  all  due  respect,  can  you  answer  my  question? 
Is  there 

Ms.  Tyson.  The  answer  to  your  question — the  answer  to  your 
question  is,  I  do  not  know,  first. 

The  second  answer  to  your  question  is  that  it  implies  something 
which  is  not  true,  which  is  that  this  energy  tax  will  be  paid  by  pro- 
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ducers  at  the  point  of  production.  This  kind  of  tax  will  filter 
through  the  system  on  all  end  uses  of  energy  and  consumers  will 
pay  the  tax;  industrial  producers  who  use  energy  will  pay  the  tax. 

This  is  how  this  tax  will  work.  It  is  a  tax  on  an  input  which  is 
reflected  on  the  cost  of  that  input  to  users  of  that  input,  and  to 
products  which  embody  that  input  in  production. 

Therefore,  the  incidence  of  the  tax  will  finally  go  to  consumers 
of  energy. 

Mr.  Archer.  How  can  you  be  sure  that  it  will  not  be  disadvanta- 
geous to  job  growth  since  no  other  country  has  done  this?  You  have 
no  model  to  compare  it  to? 

I  would  cite  you  specifically  that  in  the  petrochemical  industry, 
which  depends  upon  energy  for  more  of  the  cost  of  its  product  than 
any  other  factor,  it  cannot  pass  that  on  in  the  world  marketplace. 
It  is  the  single  largest  producer  of  exports  for  this  country,  over 
$44  billion  last  year,  netting  out  a  $16  billion  trade  surplus  for  this 
country.  They  cannot  pass  that  on  in  the  world  marketplace. 

You  say  it  is  just  going  to  be  passed  on.  It  will  mean  a  shutdown 
of  the  petrochemical  industry. 

Ms.  Tyson.  The  first  thing  I  would  say  is,  we  do  have  a  way  of 
thinking  about  the  effect  of  such  a  tax,  and  we  have  looked  at  this 
in  terms  of  models.  It  is  quite  easy  to  model  the  effect  of  such  a 
tax.  This  is  a  very  small  tax.  And  if  you  model  its  effect  on  aggre- 
gate levels  of  output  in  the  United  States  or  the  aggregate  price 
level,  you  see  very  small  effects,  less  than  a  quarter  of  a  percentage 
point. 

In  addition,  I  want  to  emphasize  right  away  that  this  part  of  the 
package,  if  you  look  at  the  effects  of  the  tax  in  isolation  you  might 
say  it  raises  business  costs.  On  the  other  hand,  if  you  look  at  the 
tax  along  with  a  dramatic  decline  in  long-term  real  interest  rates, 
the  net  effect  is  business  costs  with  other  tax  incentives  can  be 
quite  a  bit  lower. 

So  to  look  at  a  single  tax,  which  we  did  model  the  effects  of,  at 
this  rate,  the  Btu  rate  we  are  proposing,  is  a  very  small  aggregate 
effect  on  either  output  or  the  price  level. 

Mr.  Archer.  Well,  Dr.  Tyson,  it  is  not  every  industry  that  has 
high  energy  prices  that  it  has  to  filter  through  its  production  proc- 
ess. The  steel  industry,  the  aluminum  industry,  the  glass  industry, 
and  many  others.  It  is  an  immediate  tax  on  their  product  that  they 
will  not  be  able  to  pass  on  in  the  world  marketplace  because  no 
other  country  in  the  world  taxes  its  raw  energy.  That  is  the  prob- 
lem. 

And  then  the  domestic  market  for  the  very  same  companies  will 
be  infiltrated  by  foreign  products  that  use  large  amounts  of  energy. 
It  will  destroy  the  domestic  market  for  our  internal  producers  who 
cannot  pass  it  on,  and  let  it  flow  to  the  marketplace. 

You  will  then  probably  decide  that  we  have  got  to  have  a  tariff 
czar  that  will  determine  how  much  energy  is  in  each  incoming 
manufactured  product  and  assign  a  duty  to  that  product  as  it  en- 
ters this  country  in  order  to  protect  the  marketplace  for  our  domes- 
tic producers.  That  is  an  absolute  disaster  for  this  country. 

My  time  is  up.  The  Chairman  is  banging  the  gavel  here.  But  I 
thank  you  very  much. 

Chairman  ROSTENKOWSKI.  Mr.  Levin. 
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Mr.  Levin.  Just  to  put  the  last  argument  in  perspective,  what  is 
the  gasoUne  tax  in  European  countries  compared  to  the  United 
States? 

Ms.  Tyson.  It  is  anywhere  from  $2  to  $4  a  gallon  more. 

Mr.  Levin.  And  what  is  our  present  reliance  on  imported  oil? 

Ms.  Tyson.  I  think  we  have  about  40  percent.  It  varies  from  time 
to  time,  but  30  to  40  percent. 

Mr.  Levin.  So  I  really  think  when  one  looks  at  the  issue  of  the 
Btu  tax,  one  needs  to  look  at  the  overall  taxation  of  energy  in  coun- 
tries. 

Let  me  ask  you  to  shift  just  a  bit  to  manufacturing  and  the  im- 
pact of  this  program  on  manufacturing.  The  President  last  year 
talked  intently  and  intensively  about  the  importance  of  the  manu- 
facturing sector  and  a  rekindling  within  it.  What  would  be  the  im- 
pact basically  of  this  overall  program  in  your  judgment  on  the  man- 
ufacturing base  of  this  country? 

Ms.  Tyson.  I  would  hope  that — I  would  anticipate  that  the  pack- 
age, each  part  of  the  package  can  add  to  the  health  of  the  manufac- 
turing sector,  the  stimulus  part  of  the  package  by  increasing  spend- 
ing in  the  U.S.  economy. 

Part  of  the  problem  of  the  American  manufacturing  sector  is  sim- 
ply a  slow  economy,  and  a  slow  economy  is  slow  demand  for  all  out- 
put, including  all  manufacturing.  So  part  of  the  effect  is  simply 
through  increasing  demand. 

Part  of  the  effect  is  indeed  through  an  investment  tax  credit  ap- 
proach which  very  much  focuses  on  equipment.  Equipment  is  pro- 
duced in  the  United  States.  We  have  a  real  comparative  advantage 
compared  to  many  other  nations  in  the  production  of  equipment 
used  in  manufacturing,  used  in  industry.  So  I  think  the  investment 
tax  credit  approach  will  help  manufacturing. 

I  think  our  education  and  training  package  is  meant  very  much, 
particularly  the  training  part  of  the  package,  to  try  to  deal  with, 
for  example,  our  weakness  in  educating  the  non-college-bound  chil- 
dren who  do  not  enter  the  work  force  with  high  enough  skill  or 
education  level,  and  helping  with  that  transition  period  so  that 
manufacturing  companies  might  be  encouraged  to  stay  in  the  Unit- 
ed States  and  foreign  manufacturing  companies  might  be  encour- 
aged to  come  here. 

I  think  the  civilian  technology  part  of  our  program  is  extremely 
important  to  manufacturing,  both  in  terms  of  helping  the  manufac- 
turing industries  in  the  United  States  develop  new  technologies 
and  encouraging  their  diffusion. 

Finally,  let  me  emphasize  once  again  that  we  are  going  to  help 
all  segments  of  this  society,  including  manufacturing  industries,  by 
really  putting  us  on  a  course  of  sustained,  lower  long-term  interest 
rates,  which  are  important  both  as  a  component  of  capital  costs  for 
manufacturing  but  also  as  a  component  of  capital  costs  for  people 
buying  homes.  So  it  will  help  any  user  of  long-term  capital  in  this 
country. 

Mr.  Levin.  Very  good.  You  have  mentioned  in  your  statement 
about  the  increase  in  jobs.  Do  you  remember  as  I  do,  I  think  cor- 
rectly, that  while  there  was  an  increase  in  jobs  in  the  last  reporting 
period  overall,  that  was  not  true  basically  for  manufacturing? 

Ms.  Tyson.  Yes,  that  is  true. 
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Mr.  Levin.  I  want  to  then  express  again  as  I  did  earlier,  I  think 
it  is  important  as  we  try  to  improve  the  climate  for  manufacturing 
in  this  country  through  economic  policy,  we  don't  run  in  the  oppo- 
site direction  in  trade  policy. 

Investment,  as  you  so  graphically  described,  has  been  paltry  in 
this  country.  And  I  think  as  we  look  at  your  trade  policy,  we  have 
to  be  sure  that  we  stimulate  investment  here,  because  so  critical 
is  going  to  be  investment  decisions  in  the  next  years  in  terms  of 
jobs  here. 

Thanks  so  much  for  your  testimony. 

Chairman  ROSTENKOWSKI.  Mr.  Cardin. 

Mr.  Cardin.  Thank  you,  Mr.  Chairman. 

Dr.  Tyson,  I  agree  with  you  that  we  need  to  take  a  look  at  the 
total  package  and  what  impact  the  total  package  will  have  on  our 
economy  and  what  we  are  trying  to  accomplish  by  increased  pro- 
ductivity, new  job  opportunities,  higher  wages  for  Americans.  But 
I  would  like  to  focus  for  a  moment,  if  I  might,  on  the  stimulus 
package,  the  short-term  stimulus  package  that  the  President  has 
recommended,  and  part  of  which  will  surely  be  on  the  Floor  for  our 
consideration. 

There  have  been  those  who  argued  that  at  the  time  we  are  trying 
to  reduce  the  Federal  deficit,  it  is  inconsistent  to  also  look  at  more 
spending  at  the  same  time.  You  made  a  very  strong  point  about  the 
need  to  reduce  the  Federal  deficit  and  the  impact  it  is  having  on 
the  available  capital  for  private  sector  investment.  But  then  we  are 
taking  some  of  that  available  deficit  reduction  and  now  using  it  for 
spending. 

You  mentioned  at  the  end  of  your  opening  remarks  that  part  of 
the  package  is  there  to  make  it  passable.  Is  the  short-term  stimu- 
lus package  really  needed  for  our  economy,  or  is  it  part  of  a  politi- 
cal equation  in  order  to  get  the  support  necessary  for  this  package 
to  pass? 

Ms.  Tyson.  Actually  my  "passable"  comment  was  a  list  of  criteria 
of  what  went  into  the  deficit  reduction  part  of  the  package,  that  is, 
trying  to  figure  out,  for  example,  issues  of  regional  balance  or  pro- 
gram balance.  That  we  were  looking  for  a  package  which  was  suffi- 
ciently balanced,  sufficiently  credible,  large,  that  it  would  in  fact  be 
one  that  the  American  people  would  support  and  it  would  be 
passed.  So  I  was  using  that  word  with  regard  to  the  deficit  reduc- 
tion part. 

As  far  as  the  stimulus  package  is  concerned,  I  guess  I  have  two 
things  to  say.  One  is  that  deficit  reduction  is  good  for  the  country 
in  the  long  run.  No  doubt  about  it.  It  is  good  for  the  country  be- 
cause it  is  going  to  help  us  bring  more  capital  at  lower  rates  to  the 
private  sector. 

Deficit  reduction  also  by  its  nature  means  either  increasing  reve- 
nues as  increasing  the  burden  of  revenues  on  the  economy  or  tak- 
ing spending  out  of  the  economy.  When  the  economy  is  weak,  as 
it  is  right  now,  when  you  are  far  under  capacity,  as  we  are  right 
now,  we  run  the  risk  of  taking  a  recovery  which  has  stalled  out  be- 
fore and  actually  really  stalling  it  out  by  either  imposing  a  new  tax 
burden  on  the  economy  or  taking  a  major  amount  of  spending  out 
of  the  economy. 
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I  like  to  figure  it  as  a  situation  in  which  we  are  making  the  econ- 
omy healthier  so  we  can  then  get  it  on  a  course  of  deficit  reduction. 
Getting  it  healthier  means  giving  it  a  boost  to  get  to  its  old  capac- 
ity momentum,  and  then  as  we  reduce  the  deficit,  we  can  do  it  in 
such  a  way  as  to  not  undermine  the  growth  of  the  economy.  That 
would  be  my  first  point. 

My  second  point  would  simply  be  that  when  the  economy  is  weak 
the  way  it  is,  the  deficit  is  actually  of  course  larger  than  it  would 
be  if  we  had  a  healthier  economy.  So  to  some  extent,  not  com- 
pletely, but  to  some  extent  the  stimulus  package  by  bringing  us 
closer  to  capacity  output  will  have  some  deficit  reduction  effect  it- 
self. That  is,  the  net  effect  on  the  deficit  will  not  be  the  $30  million, 
it  will  be  less  because  of  growth  in  the  economy  caused  by  the  stim- 
ulus. And  we  have  estimated  it  will  be  something  on  the  order  of 
$8  to  $10  billion  less  as  a  result  of  growth  in  the  economy  caused 
by  the  stimulus. 

Mr.  Cardin.  So  the  stimulus  package,  in  your  view,  as  part  of 
this  overall  package,  is  needed  for  the  recovery  of  our  economy;  it 
is  not  being  put  into  the  equation  because  of  the  political  mix? 

Ms.  Tyson.  From  my  point  of  view  I  would  say  there  is  a  very 
powerful  economic  argument,  and  that  is  the  argument  that  I — 
that  is  the  reason  for  my  supporting  the  stimulus. 

This  is  an  economy  which  if  you  look  at  its  state,  if  you  look  at 
the  past  months  of  prolonged  slow  recovery,  if  you  look  at  the  ex- 
tent of  underutilization  of  capacity,  there  is  a  very  powerful  eco- 
nomic argument  for  this. 

Mr.  Cardin.  One  quick  question  before  my  time  expires.  The 
Budget  Committee  now  looks  like  it  is  going  to  be  recommending 
an  additional  $55  billion  in  cuts.  I  take  it  from  your  presentation 
that  that  is  consistent  with  the  final  figures  you  were  trying  to 
reach  in  1997,  and  is  consistent  with  the  message  that  you  believe 
is  important  in  the  economic  package? 

Ms.  Tyson.  Yes.  Let  me  just  say  something  about  those  numbers 
once  again.  The  numbers  issue  here  is  using  our  spending  program 
and  our  revenue  program,  CBO  estimated  that  we  were  not  going 
to  get  the  same  amount  of  deficit  reduction  as  we  anticipated. 

Now,  both  their  numbers  and  our  numbers,  and  all  budget  num- 
bers projected  out  to  1997,  are  subject  to  change  and  to  rather  con- 
siderable change.  But  given  that,  my  understanding  is  that  the 
House  Budget  Committee  is  proposing  these  additional  cuts  to  try 
to  get  us,  relative  to  CBO  numbers,  rather  than  CBO  assumptions, 
to  approximately  the  same  amount  of  deficit  reduction  that  we  re- 
quested. 

Assuming  that  all  of  these  preliminary  numbers  turn  out  to  be 
correct,  then  it  is  absolutely  consistent  with  what  we  are  after. 

Mr.  Cardin.  Thank  you.  Doctor. 

Chairman  ROSTENKOWSKI.  Mr.  Houghton. 

Mr.  Houghton.  Thank  you,  Mr.  Chairman. 

Dr.  Tyson,  nice  to  see  you.  As  I  mentioned  to  Mr.  Panetta  earlier, 
I  want  to  thank  you  and  your  associates  for  what  you  are  doing  to 
reduce  the  budget  deficit  and  to  also  reorient  the  economy  toward 
a  greater  emphasis  on  investment  and  less  on  consumption. 
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You  have  talked  about  more  capital  at  lower  rates  to  the  private 
sector.  That  gets  involved  in  productivity  and  that  gets  involved  in 
other  investments. 

I  have  got  two  questions  for  you.  One  is  a  little  bit  of  a  tough 
one;  you  may  not  want  to  answer  it.  I  don't  know  how  much  time 
we  have.  Very  specifically,  it  gets  toward  investment  and  spending. 
I  have  the  proposals  here.  The  Lord  giveth  and  the  Lord  taketh 
away.  What  happens  is  you  have  a  tax  increase  which  sucks  out 
money  from  the  system,  reduces  savings,  reduces  spending,  there- 
fore reduces  employment.  You  have  military  reductions  which  in 
turn  reduce  the  employment  of  the  military,  and  which,  again,  in- 
creases unemployment.  Then  on  the  other  hand,  in  order  to  offset 
that,  you  have  tax  incentives  for  a  variety  of  different  businesses, 
particularly  the  high-tech  businesses  on  the  west  coast,  and  also 
you  have  spending  programs. 

Why  don't  you  just  leave  it  alone  so  you  don't  offset  one  problem 
with  another  which  you  create  when  you  increase  the  taxes  and  re- 
duce the  military? 

Ms.  Tyson.  Let  me  say  that  the  deficit  reduction  part  of  the 
package,  which  is  basically  the  increase  in  taxes  and  the  reduction 
in  spending  programs,  not  just  defense  but  other  programs,  the  pri- 
mary purpose  of  that  is  to  reduce  the  Government's  claims  on  the 
economy  in  terms  of  borrowing  money,  driving  up  long-term  inter- 
est rates.  That  increases  private  investment. 

At  the  same  time  we  are  doing  that,  we  are  increasing  public  in- 
vestment, another  kind  of  investment  in  our  society,  which  we  be- 
lieve also  contributes  to  future  prosperity. 

On  a  net  basis,  when  you  net  all  that  out,  we  are  reducing  gov- 
ernment spending  compared  to  output  in  the  economy,  and  we  are 
reducing  the  deficit  compared  to  output  in  the  economy,  while  at 
the  same  time  we  are  changing  the  composition  of  Government 
spending  away  from  consumption-type  expenditures  and  to  invest- 
ment-type expenditures. 

So  we  are  not  trying  to  take  away  and  give  back  equal  amounts 
here.  We  are  really  reducing  the  size  of  the  Government,  reducing 
the  deficit,  reducing  the  claim  of  the  Government  on  society's  re- 
sources, at  the  same  time  that  we  are  shifting  what  the  Govern- 
ment does  to  more  future-oriented  investment  activities. 

Mr.  Houghton.  Yes,  but.  Doctor,  if  one  of  the  critical  issues  of 
investment  is  not  investment  for  itself  but  for  the  increase  in  pro- 
ductivity, then  realize  that  productivity  comes  from  the  private  sec- 
tor, not  really  the  Federal  sector.  Therefore,  why  not  let  the  private 
sector  do  its  own  thing  without  sort  of  offsetting  one  evil  with  an- 
other good? 

Ms.  Tyson.  First  of  all,  I  would  argue  that  both  the  public  and 
the  private  sector  contribute  to  productivity.  It  is  not  simply  the 
private  sector. 

I  actually  disagree  with  the  comment  made  earlier  that  public  in- 
vestment in  Europe  is  now  being  looked  at  by  the  Europeans  with 
concern.  Public  investment  is  not  all  public  spending.  It  is  not  only 
state  enterprises.  Public  investment,  as  we  are  using  it  here,  is  ba- 
sically investment  in  the  foundations  of  a  modem  economy.  It  is  in- 
vestment in  infrastructure.  It  is  investment  in  civilian  techno- 
logical information.  It  is  investment  in  education  and  skills  for  the 
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work  force.  The  private  sector  needs  those  kinds  of  public  invest- 
ments to  complement  what  it  does. 

Let  me  just  take  infrastructure  investment  for  a  minute.  The 
CBO — again,  we  can  use  the  CBO  as,  I  think,  an  objective  source 
of  information — has  analyzed  a  number  of  studies  on  infrastruc- 
ture, of  spending  projects  by  the  Gk)vemment,  and  has  concluded 
that  they  have  very  high  rates  of  return.  They  help,  they  do  as  well 
in  rates  of  return  as  private  sector  investment. 

Further,  a  number  of  studies  have  shown  that  private  sector  in- 
vestment is  encouraged  by  public  sector  investment.  That  is,  if  you 
build  a  more  modem  airport  or  you  build  a  more  effective  highway 
system,  you  encourage  private  investors  to  do  more  investing.  So 
I  don't  see  it  as  either/or.  I  see  certain  kinds  of  public  investment 
as  contributing  to  productivity. 

Mr.  Houghton.  I  understand  what  you  are  saying.  I  think  I 
agree  with  it.  The  problem  is  that  is  $8  billion  out  of  a  total  of  $160 
billion.  So,  you  know,  the  infrastructure  argument  doesn't  flow 
through  all  these  other  things. 

Look,  I  am  running  out  of  time,  and  I  want  to  ask  you  one  other 
question.  Have  I  got  a  minute  more?  You  look  askance  at  me. 

Chairman  ROSTENKOWSKI.  One  minute. 

Mr.  Houghton.  The  question  is,  as  you  tackle  a  deficit,  how 
much  time  have  we  got?  You  may  not  want  to  answer  this,  but  I 
am  going  to  ask  it  anyway.  Mexico  thought  it  had  a  lot  of  time.  It 
didn't.  New  York  City  was  able  to  sell  its  short  bonds  for  200  years. 
It  ran  out  of  time. 

How  much  time  do  you  think  we  have  before  the  chickens  come 
home  to  roost,  and  our  being  able  to  float  our  bonds  outside  this 
country? 

Ms.  Tyson.  I  think  that  I  am  very  gratified  by  the  response  of 
the  domestic  and  the  international  capital  markets  to  the  deficit  re- 
duction package  that  we  have  proposed.  What  the  interest  rates 
are  telling  us,  what  the  stock  market  is  telling  us,  what  global  re- 
action to  our  plan  is  telling  us  is  that  there  is  a  critical,  balanced 
approach  to  deficit  reduction  which  will  restore  the  credibility  of 
the  U.S.  Ck)vernment  to  both  negotiate  internationally  but  also  to 
borrow  abroad. 

We  are  going  to  be  able  to  borrow  at  lower  interest  rates,  and 
that  is  because  people  look  for  it  over  that  4-year  period  and  see 
substantial  progress  being  made. 

Now,  as  to  about  how  much  time  we  have  to  get  rid  of  the  deficit, 
to  try  to  get  the  deficit  close  to  zero,  we  spent  12  years  getting  it 
up  to  where  it  is.  I  suggest  that  we  think  about  a  decade-long  ap- 
proach of  reducing  the  deficit  relative  to  GDP  ratio  in  half  in  the 
next  4  years.  Then  we  will  be  trying  to  do  something  comparable 
in  the  4  years  after  that,  which  we  hope  to  work  with  you  on  in 
terms  of  a  beginning  to  our  health  care  proposal.  So  I  think  we 
should  have  a  long-term  agenda  for  that  problem. 

Chairman  Rostenkowski.  Mr.  Cardin  will  inquire. 

Mr.  Cardin.  Mr.  Chairman,  I  have  already  inquired.  Thank  you. 

Chairman  RosTENKOWSKi.  Mr.  McNulty.  Mr.  Payne. 

Mr.  Payne.  Thank  you  very  much,  Mr.  Chairman,  and  welcome. 
Dr.  Tyson.  Thank  you  for  being  here.  I  first  would  like  to  applaud 
President  Clinton,  applaud  you  and  the  administration  for  what  I 
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think  is  a  very  bold  and  visionary  economic  plan  and  one  that  I  in- 
tend to  support  very  fully,  and  I  look  forward  to  working  with  the 
administration  as  we  define  and  implement  some  of  these  addi- 
tional spending  reductions  that  we  have  talked  about  in  order  to 
get  to  the  OMB  numbers. 

I  had  asked  earlier  today  when  Leon  Panetta  was  here  a  ques- 
tion, and  he  suggested  I  should  ask  you  this  question,  so  this  is 
that  question.  I  think  it  really  gets  at  what  a  lot  of  people  on  both 
sides  of  the  aisle  seem  to  be  interested  in  here.  It  has  to  do  with 
the  competing  objectives  of  generating  economic  growth  through 
stimulus,  economic  stimulus  and  through  investment  and  the  com- 
peting objective  of  reducing  the  deficit. 

It  seems  to  me  that  what  we  will  need  to  look  at  as  we  consider 
the  reconciliation  on  this  committee  is  the  impact  on  the  private 
sector  and  on  businesses  in  particular  of  these  competing  proposals. 
For  instance,  to  our  businesses  we  are  talking  about  higher  cor- 
porate taxes  for  those  who  generate  more  than  $10  million  in  prof- 
its. We  are  talking  about  a  Btu  tax,  on  the  other  side  we  are  look- 
ing at  investment  tax  credits,  we  are  looking  at  for  small  busi- 
nesses some  capital  gains  tax  reductions,  and  then  very  impor- 
tantly we  are  looking  at  as  a  result  of  the  deficit  reduction  or  the 
anticipation  of  that  lower  interest  rate,  so  my  question  is  what 
kind  of  analysis  has  been  accomplished  which  looks  comprehen- 
sively at  the  policies  as  they  relate  to  the  private  sector  and  busi- 
ness to  determine  what  job  growth  will  be  most  likely  as  a  result 
of  all  of  these  policies  as  they  cumulatively  apply  to  the  private  sec- 
tor? 

Ms.  Tyson.  Well,  we  started,  we  have  already  done  some  analy- 
ses at  the  macro  level  trying  to  look  at  the  effects  of  all  of  this 
package  together,  interacting,  the  parts  interacting  over  the  next 
4  or  5  years.  What  we  have  come  up  with  again,  and  it  is  a  cau- 
tious estimate,  I  would  say,  is  actually  in  the  "Vision  of  Change" 
document. 

We  did  essentially  an  administration  policy  forecast  for  growth  of 
the  economy  over  the  next — really  the  forecast  runs  from  1993 
through  1997 — and  we  did  the  forecast  using  traditional  models  of 
the  economy,  putting  into  those  models  all  the  elements  of  our 
package,  and  what  we  came  up  with  was  an  economy  which  can  in- 
deed grow  through  this  process. 

Our  growth  rates  are  actually  higher  than  the — once  we  incor- 
porate our  policy  into  these  projections,  we  end  up  with  higher 
growth  rates  than,  in  fact,  the  CBO  economic  assumptions  suggest. 
This  comes  about  in  part  because  of  our  investment  tax  credit,  in 
part  because  of  our  investment  spending,  in  part  because  of  our 
lower  long-term  real  interest  rates,  so  that  we  have  already  done 
the  macro  analysis  is  the  first  answer  to  you,  and  if  you  look  at 
our  growth  rates,  we  have  the  economy  growing  with  administra- 
tion policy  at  the  rates  of  3.1  percent  in  1993,  3.3  percent  in  1994, 
2.7  percent  in  1995,  2.5  percent  in  1996,  2.5  percent  in  1997.  Those 
are  conservative  estimates.  We  did  not  give  ourselves  credit  in 
these  analyses  for  the  kind  of  interest  rate  correction  we  have  al- 
ready seen. 

In  fact,  that  has  been  a  surprise  to  everyone,  that  we  would 
get — and  I  don't  mean  just  everyone  in  the  administration,  but  I 
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think  it  has  been  a  surprise  to  the  capital  markets  themselves  to 
get  such  a  big  effect  early  on  will  be  extremely  helpful  to  us  to 
grow  through  this  process  because  rather  than  wait  for  the  long- 
term  rate  to  come  down  3  years  out,  we  actually  are  benefiting 
from  a  long  term  rate  decline  right  up  front,  so  the  rates  of  growth 
I  gave  you  actually  I  believe  to  be  on  the  conservative  side. 

The  unemployment  rate  then  with  the  rates  that  I  gave  you 
comes  down  gradually  from  6.9  percent — an  estimate  of  6.9  percent 
in  1993— down  to  5.9  percent  in  1996.  So  we  have  the  economy  on 
a  growing  trend  throughout  this  period.  Now  what  we  are  doing  is 
we  are  now  trying  to  look  at  the  effects  of  the  package  on  individ- 
ual sectors  of  the  economy.  We  just  have  started  that  process. 

This  was  a  macroeconomic  exercise  to  look  at  the  effects  on  the 
overall  economy.  We  are  now,  for  example,  looking  at,  trying  to 
look  at,  and  piece  together  what  we  anticipate  to  be  the  effects  on 
the  large  scale  manufacturing  industries  or  small  scale  businesses 
and  manufacturing.  Our  estimate  so  far  suggests  again  when  you 
net  in  everything  here,  you  include  the  investment  tax  credits,  you 
include  the  enterprise  tax  credit,  you  include  the  research  and  ex- 
penditure tax  credit,  you  include  lower  interest  rate  effects  that  we 
believe  this  will  be  a  beneficial  package  to  American  manufactur- 
ing, for  example,  so  we  are  looking  at  those  kinds  of  questions. 

Mr.  Payne.  One  quick  question.  If  you  determine  in  those  micro 
exercises  you  are  doing  now  there  are  segments  of  the  economy 
that  are  negatively  affected,  do  you  anticipate  to  offer  public  policy 
that  would  correct  that? 

Ms.  Tyson.  I  think  so  far  we  have  been  pleased  by  what  we  have 
seen,  but  if  we  were  to  discover  any  significant  imbalances  in  the 
package  that  would  be  an  issue  of  concern  for  us  because  one  of  the 
things  we  were  trying  to  do  is  to  come  up  with  a  balanced  ap- 
proach, so  if  we  find  that  there  really  are  significant  sectoral  dif- 
ferences, that  would  be  something  we  would  look  at  carefully. 

Mr.  Payne.  Thank  you  very  much. 

Chairman  ROSTENKOWSKI.  Mr.  Kopetski. 

Mr.  Kopetski.  Thank  you,  Mr.  Chairman.  Welcome,  Dr.  Tyson. 
I  would  like  to  congratulate  you  on  the  addition  of  professor  Joseph 
Stiglitz  to  the  Council  as  well.  There  has  been  a  lot  of  discussion 
over  the  last  year,  through  the  campaign  and  into  this  year  about 
the  making  of  an  industrial  policy  for  our  country. 

In  fact,  The  Washington  Post  this  last  Sunday  had  an  article  on 
this.  President  Clinton,  Vice  President  Gore  have  outlined  a  broad 
plan  to  steer  $17  billion  in  tax  breaks  in  Government  spending  into 
high  technology  products,  and  there  has  been  a  proposal  for  an  in- 
formation super  highway  to  foster  the  free  exchange  of  information. 

What  is  your  evaluation  of  the  economic  wisdom  of  such  an  in- 
dustrial policy  and  how  do  you  avoid  some  of  the  pitfalls  that  other 
countries  have  experienced  with  doing  such  as  that? 

Ms.  Tyson.  I  would  like  to  think  of  the  civilian  technology  part 
of  the  package  as  basically  a  reconfiguration  of  what  has  been  a 
massive  effort  in  this  country  to  support  technology  in  the  past 
through  the  auspices  of  the  Defense  Department.  That  is,  if  you 
look  at  the  United  States  during  the  postwar  period,  we  have  had 
tremendously  healthy  and  vibrant  high  technology  sectors. 
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If  you  look  back  into  their  birth,  if  you  look  back  into  the  times 
when  they  were  young  and  developing,  you  will  see  tremendous 
amounts  of  research  and  development  support,  procurement  sup- 
port, training  of  skilled  engineers  and  scientist  support,  all  of  that 
going  into  the  American  economy  under  the  rubric  of  national  secu- 
rity and  defense. 

Now  as  we  change  the  weight  of  our  concerns,  as  we  scale  back 
somewhat  our  geopolitical  concerns  and  military  concerns  and  look 
to  our  economic  concerns,  I  would  suggest  we  need  to  come  up  with 
a  new  set  of  policies  and  institutions  to  continue  to  sustain  the 
vibrance  of  American  science  and  technology,  and  that  is  what  I 
see  this  program  as  designed  to  do.  So  it  is  not  really  a  change  in 
the  importance  of  technology  policy  to  the  American  government  so 
much  as  a  change  in  how  it  is  delivered. 

Mr.  KOPETSKI.  OK.  Let's  shift  over  to  the  credit  crunch.  As  you 
may  recall  at  the  economic  summit  there  was  a  lot  of  talk  about 
bank  regulation  and  the  problems  and  the  effect  that  it  was  having 
on  banks  lending  money.  It  is  my  understanding  that  both  the  leg- 
islative and  regulatory  package  would  be  needed  to  accomplish 
these  kinds  of  reforms. 

Do  you  expect  that  the  administration — do  they  plan  to  pursue 
a  legislative  and  administrative  action  to  stimulate  bank  lending? 

Ms.  Tyson.  I  believe  there  is  going  to  be  a  statement  on  that  by 
the  President  sometime  this  week,  and  I  also  would  say  that  the 
administration  is  both  interested  in  issues  that  might  deal  with 
shortrun  problems  of  access  to  credit  and  capital,  particularly  for 
small  and  medium-sized  companies,  but  there  is  also  a  longrun 
problem,  that  is  even  when  the  economy  is  strong  it  is  more  dif- 
ficult for  small  and  medium-sized  companies  to  get  access  to  capital 
than  it  is  for  larger  concerns,  so  we  need  to  think  about  this  as  a 
problem  again  of  policy  or  institutional  change  to  look  at  even  in 
the  long  run,  so  the  administration  will  be  looking  at  that  both  as 
a  question  of  what  can  we  do  immediately  and  what  can  we  do  over 
time. 

The  second  thing  I  want  to  say  is  that  again  if  you  look  histori- 
cally at  differences  in  the  cost  of  capital  between  the  United  States 
and  the  rest  of  the  world,  you  will  see  that  through  the  1980s  we 
had  a  much  higher  cost  of  capital  than  other  countries.  The  most 
dramatic  thing  this  administration  will  do,  I  think,  in  that  area  is 
simply  to  bring  long-term  real  interest  rates  down  to  a  much  dif- 
ferent level  for  a  sustained  period  of  time. 

Mr.  KOPETSKI.  Let  me  shift  over  to  the  enterprise  zone  issue  that 
came  before  this  committee  last  time,  and  I  hope  will  be  before  us 
again.  What  are  your  thoughts  or  what  is  the  administration's  cur- 
rent thinking  on  these  in  terms  of  urban,  rural,  and  Indian  lands 
and  then  the  problems  we  had  in  the  Northwest  with  timber  com- 
munities which  tend  to  be  the  small  town  with  a  single  mill  or 
maybe  two  mills,  but  they  are  in  a  county  with  a  large  city,  and 
so  there  is  a  different  kind  of  problem  that  we  have  with  those. 

Ms.  Tyson.  I  see.  We  are  interested  in  having  the  enterprise 
zone  concept  defined  broadly  enough  so  we  can  include  rural  areas, 
Indian  reservations  and  urban  areas.  I  believe  we  have  made  a  ten- 
tative proposal  of  15,  10,  and  5  split,  15  urban,  10  rural,  5  Indian 
reservation. 
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But  I  think  there  is  a  notion  of  wanting  to  be  flexible  here  in  a 
sense  of  trying  to  figure  out  a  way  to  use  these  zones  in  areas  or 
to  use  low-interest  loans  even  in  areas  which  are  not  specified,  spe- 
cifically designated  as  zones,  but  to  use  some  of  the  benefits  that 
would  be  associated  with  being  a  zone  for  other  regions  or  areas 
where  we  believe  some  extra  help  might  be  needed  for  development 
purposes. 

Mr.  KOPETSKI.  I  would  hope  that  we  could  tie  into  some  of  these 
enterprise  zones  some  of  the  actions  that  you  want  to  take  with  re- 
spect to  industrial  policy  and  telecommunications,  highways,  et 
cetera,  so  we  can  draw  those  very  kind  of  things  into  those  areas, 
whether  it  is  the  difficult  areas  of  Los  Angeles  or  some  of  the  mill 
towns  in  Oregon. 

We  can  do  that  today  with  the  technologies  that  we  have,  the 
faxes  and  modems  and  communication  networks. 

Ms.  Tyson.  Right,  I  agree. 

Mr.  KOPETSKI.  Thank  you  very  much.  Thank  you,  Mr.  Chairman. 

Chairman  ROSTENKOWSKI.  Mr.  McCrery. 

Mr.  McCrery.  Thank  you,  Mr.  Chairman.  Dr.  Tyson,  explain  to 
me  how  the  administration  figures  the  Btu  tax  will  decrease  reli- 
ance on  foreign  oil  or  imported  oil.  Would  you  explain  that  to  me? 

Ms.  Tyson.  Yes,  there  are  two  approaches  to  this.  One  is  in  gen- 
eral a  tax  like  this  will  discourage  all  forms  of  energy  use.  Yes,  the 
Btu  tax  is  adjusted  to  tax  petroleum-based  fuels  at  a  higher  rate 
than  other  forms  of  energy.  The  general  effect  of  the  Btu  tax  is  to 
discourage  all  forms  of  energy  use.  The  higher  rate  on  petroleum 
products  in  particular  will  discourage  the  use  of  fuels  derived  from 
oil,  including  from  imported  oil. 

Mr.  McCrery.  Do  you  know  that  it  generally  costs  more  to 
produce  oil  in  this  country  than  it  does  in  many  other  countries, 
particularly  in  the  Middle  East? 

Ms.  Tyson.  Yes,  I  do  know  that. 

Mr.  McCrery.  Well,  if  you  reduce  demand,  therefore  squeezing 
out  the  need  for  some  of  the  supply,  doesn't  it  make  sense  that  the 
first  oil  to  be  squeezed  out  will  be  the  high-cost  oil  that  cannot  ab- 
sorb the  cost  of  the  tax  increase? 

Ms.  Tyson.  Yes,  but  because  all  oil  is  sold  in  the  United  States 
for  the  same  price,  any  reduction  in  demand  for  oil  will  reduce  both 
imported  and  domestically  produced  oil.  While  some  marginal  do- 
mestic production  will  no  longer  be  profitable  to  produce,  the  reduc- 
tion in  the  demand  for  oil  will  also  reduce  the  importation  of  oil. 

And  while  the  plan  is  reducing  overall  energy  use,  it  particularly 
reduces  the  use  of  oil,  resulting  in  declines  of  imported  oil  relative 
to  other  sources  of  energy. 

You  have  to  sort  of  think  about  it  as  reducing  overall  energy  con- 
sumption at  the  same  time  that  you  twist  energy  consumption 
away  from  imported  oil. 

Mr.  McCrery.  But  while  that  may  be  true,  the  bottom  line  is  you 
are  going  to  reduce  the  amount  of  oil  that  is  produced  domestically. 

Ms.  Tyson.  The  bottom  line  is  that  this  tax  in  and  of  itself  would 
discourage  the  use  of  oil,  discourage  the  use  of  domestic  oil  and  dis- 
courage the  use  of  domestic  production  of  oil,  that  is  right.  But 
again,  in  my  answer  I  want  to  emphasize  that  this  is  part  of  an 
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overall  plan  to  reduce  energy  use,  to  reduce  pollution,  and  part  of 
a  broader  effort  of  deficit  reduction. 

It  is  not  that  we  are  proposing  a  Btu  tax  because  what  we  want 
to  do  is  discourage  the  domestic  production  of  oil.  We  are  introduc- 
ing a  Btu  tax  as  part  of  a  very  bold  package  to  reduce  the  deficit. 
If  we  reduce  the  deficit  and  get  interest  rates  down  and  get  the 
economy  on  a  longrun  course  of  prosperity,  then  you  need  to  take 
into  account  the  beneficial  effects  on  the  domestic  oil  industry  and 
all  other  parts  of  the  domestic  economy  from  doing  that. 

I  think  it  is  very  important  to  weigh  the  benefits  to  the  economy 
in  all  sectors  of  the  economy  against  the  cost  of  what  happens  to 
any  particular — from  looking  at  any  particular  component  of  the 
package. 

Mr.  McCrery.  Well,  you  have  actually  given  two  reasons  for  the 
higher  tax  on  oil  in  your  package.  One  is  to  lessen  our  dependence 
on  foreign  oil.  We  have  gone  through  that.  I  am  still  not  sure  about 
that.  It  seems  to  me  that  you  are  in  fact  going  to  just  lessen  reli- 
ance on  oil  and  that  the  losers  will  be  our  domestic  producers,  but 
leaving  that  aside,  your  second  reason  was  that  you  want  to  en- 
courage a  source  that  is  less  polluting  than  oil. 

Well,  if  that  is  true,  then  why  do  you  favor  coal  in  your  proposal? 
Why  is  the  tax  on  coal  not  doubled? 

Ms.  Tyson.  I  think  you  should  think  about  the  way  we  structure 
this  vis-a-vis  alternatives.  That  is  if  you  just  were — we  were  look- 
ing for  a  tax  that  was  relatively  balanced,  the  way  we  structured 
this  tax  it  actually  will  work  if  you  sort  of  look  at  the  substitution 
effect  between  energy. 

First  of  all,  let  me  say  the  overall  effect  is  that  it  will  reduce  en- 
ergy consumption,  it  is  not  a  big  tax  and  it  is  not  a  big  effect  but 
the  effect  of  reducing  energy  consumption  or  encouraging  energy 
conservation  is  something  which  I  think  can  be  defended  as  a  goal 
on  its  own. 

Then  in  terms  of  substituting  among  energy  sources,  in  fact  the 
tax  works  to  encourage  gas  over  both  oil  and  coal.  Natural  gas  is, 
as  an  energy  source  if  you  are  thinking  about  pollution  issues,  the 
preferable  energy  source  from  that  point  of  view.  So  this  tax  both 
discourages  overall  energy  consumption  and  twists  patterns,  al- 
though in  quite  a  small  way,  in  quite  a  modest  way  towards  natu- 
ral gas,  and  that  was  what  we  had  in  mind. 

Mr.  McCrery.  Finally,  you  say  in  your  testimony  that  the  1997 
Btu  tax  raises  $22.3  billion  after  netting  out  roughly  $7  billion  in 
reduced  income  and  payroll  tax  receipts.  What  is  the  explanation 
for  netting  out  $7  billion  in  payroll  and  tax  receipts? 

Ms.  Tyson.  That  is  a  standard  approach  that  the  Treasury  uses 
whenever  it  estimates  the  revenue  effects  of  any  excise  tax.  This 
could  be  an  excise  tax  on  energy,  it  could  be  an  excise  tax  on  ciga- 
rettes, a  sales  tax.  Basically  the  argument  is  that  a  tax,  an  excise 
tax,  a  sales  tax  basically  by  itself,  so  again  it  is  a  very  partial  anal- 
ysis, by  itself  takes — reduces  incomes,  and  therefore  those  reduced 
incomes  result  in  lower  tax  revenues  because  incomes  are  reduced. 

That  is  a  very  partial  analysis  because  in  our  whole  model  and 
given  our  whole  macroeconomic  assumptions,  the  economy  actually 
does  not  have  a  reduction  in  income  as  a  result  of  the  Btu  tax  and 
everjrthing  else,  it  actually  grows  right  through  it  with  increased 
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incomes  and  increased  tax  receipts  as  a  result  of  its  growth,  so  that 
is  a  particular  Treasury  estimating  convention  which  asks  the  ef- 
fect if  there  was  no  growth  in  the  economy  and  you  increased  tax- 
ation of  something,  in  order  to  pay  that  additional  tax  the  economy 
would  end  up  having  reduced  income  and  reducing  taxes  on  other 
things,  so  it  is  an  estimating  convention. 

Mr.  McCrery.  Thank  you. 

Chairman  ROSTENKOWSKI.  Mr.  Reynolds  will  inquire. 

Mr.  Reynolds.  Thank  you,  Mr.  Chairman.  Welcome,  and  con- 
gratulations and  all  of  that. 

Ms.  Tyson.  Thank  you. 

Mr.  Reynolds.  I  welcome  your  input  today.  I  was  a  little  con- 
fused, however,  from  some  of  the  things  you  said  regarding  the  en- 
terprise zones.  In  your  testimony  you  mentioned  enterprise  zones 
as  being  30  zones,  you  have  mentioned  that,  and  then  in  your  writ- 
ten statement  you  talk  about  50  enterprise  zones. 

Ms.  Tyson.  Well,  we  can  look  it  up.  It  is  my  recollection  there 
are  30,  not  50. 

Mr.  Reynolds.  Fifty,  on  page  5  of  your  testimony 

Ms.  Tyson.  It  is  certainly  possible  that 

Mr.  Reynolds.  Next  to  the  last  paragraph. 

Ms.  Tyson.  We  have  a  staff  back  here  to  find  out  the  real  num- 
ber. In  the  meantime  we  can  talk  about  the  actual 

Mr.  Reynolds.  My  question — first  of  all,  that  is  important  to 
know. 

Ms.  Tyson.  Yes,  we  can  find  it  out,  it  is  in  the  document. 

Mr.  Reynolds.  My  question 

Mr.  Rangel.  If  the  gentleman  would  yield,  I  was  with  the  Sec- 
retary of  HUD  this  morning,  he  told  me  there  were  10,  so  if  that 
makes  any  contribution  to  it. 

Ms.  Tyson.  Well,  we  have  the  printed  word. 

Chairman  ROSTENKOWSKI.  The  decision  hasn't  even  been  made 
yet,  has  it? 

Ms.  Tyson.  The  Chairman  asked  if  we  would  negotiate  on  some- 
thing, I  guess  we  are  going  to  negotiate  about  this  number,  that 
is  one  of  the  things  we  will  negotiate  about. 

Mr.  Reynolds.  Just  trying  to  get  a  little  consistency. 

Ms.  Tyson.  I  think  that  is  only  fair. 

Mr.  Reynolds.  Something  to  work  from. 

Ms.  Tyson.  I  agree. 

Mr.  Reynolds.  The  zones,  I  know  this  is  early  on  about  the  en- 
terprise zones,  including  the  enterprise  zones  into  this  discussion 
is  something  that  I  am  very  happy  about.  Has  there  been  much 
thought,  though,  in  the  administration  about  how  these  zones  are 
going  to  be  determined  other  than  25  or  whatever  urban  and  25 
rural  and  who  is  going  to — how  does  it  work? 

Have  we  thought  about  that  at  all  or  is  that  somewhere  we  can 
look  up? 

Ms.  Tyson.  In  fact  I  would  have  to  say  that  so  far  I  have  not 
been  in  discussions  about  that.  That  does  not  mean  that  such  dis- 
cussions have  not  occurred,  but  I  would  have  to  say  this  generally 
our  approach  to  the  enterprise  zone  question  was  to  say  what 
would  we  include  in  tax  incentives  for  the  zones,  how  many  in  ag- 
gregate did  we  think  relative  to  all  of  our  other  competing  demands 
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and  deficit  reduction  constraints  and  revenue  constraints  we  could 
afford.  We  had  the  Treasury  estimate  out  the  effects  of  those  tax 
incentive  packages  at  alternative  numbers,  probably  part  of  the 
reason  for  the  alternative  numbers  here  is  we  were  estimating  ef- 
fects of  various  numbers  of  packages,  but  then  the  criteria  that 
would  finally  be  used  to  determine  where  they  would  be  located 
was  not  discussed. 

We  did  make  a  preliminary  determination  of  a  rough  breakdown 
between  urban,  rural,  and  Indian  reservations,  but  we  did  not  go 
into  further  criteria. 

Mr.  Reynolds.  Thank  you.  Let  me  just  ask  a  followup  question. 
As  you  know  in  some  areas  of  the  country  the  unemployment  is 
chronic  and  we  are  looking  at  a  7-percent  unemployment  rate  in 
some  areas,  in  my  district  that  would  be  a  great  improvement  if 
it  was  only  7  percent.  People  have  looked  at  it  from  that  perspec- 
tive. 

What  are  your  projections  as  to  how  many  long-term  jobs  are 
going  to  be  created  by  this  package? 

Ms.  Tyson.  By  the  entire  package? 

Mr.  Reynolds.  Yes. 

Ms.  Tyson.  We  have  made  some  runs  on  that  at  the  macro- 
economic  level  which  suggest  that  we  can  achieve  over  the  next  4 
years,  we  can  reach,  and  I  believe  exceed  the  8  million  job  promise 
made  in  the  campaign.  Some  estimates,  some  macromodel  runs 
give  us  estimates  that  are  significantly  higher,  in  the  9  million 
range. 

It  is  important — I  mean,  again,  this  is  an  issue  of  trying  to  get 
the  balance  right,  trying  to  do  enough  deficit  reduction  to  be  credi- 
ble but  not  so  much  in  any  given  year  as  to  really  undermine  the 
growth  capability  of  the  economy,  and  we  were  very  cautious  about 
this  when  we  put  the  package  together,  and  then  we  were  running 
these  models  to  see,  well,  can  we  get  the  job  growth  that  we  really 
are  committed  to  wanting  over  this  period,  and  we  believe  that  we 
can  do  that. 

Mr.  Reynolds.  Thank  you  very  much. 

Ms.  Tyson.  When  we  find  the  enterprise  zone  number,  you  will 
be  the  first  to  know. 

Chairman  ROSTENKOWSKI.  Mr.  Jacobs  will  inquire. 

Mr.  Jacobs.  As  I  understand  it,  the  plan  of  the  administration 
is  everybody  will  make  some  contribution.  Is  that  right? 

Ms.  Tyson.  The  plan  of  the  administration  is  to  try  to  develop 
a  package  which  asks  broad-based  contributions  across  a  wide  cat- 
egory of  spending  areas,  of  regions,  of  sectors  of  the  economy.  It  is 
an  attempt  to  be  a  balanced  package. 

Mr.  Jacobs.  Right,  and  as  an  economist  I  am  sure  you  realize 
that  time  is  money  and  so  my  contribution  is  my  5  minutes.  I  yield 
it  back. 

Chairman  ROSTENKOWSKI.  Mr.  Santorum. 

Mr.  Santorum.  Thank  you,  Mr.  Chairman.  I  am  the  Ranking 
Member  on  the  Human  Resources  Subcommittee,  and  we  had  a 
lengthy  debate  last  week  and  the  week  before  on  unemplo3rment 
compensation  extension.  I  said  during  that  debate,  and  I  think  it 
bears  repeating  that  we  need  to  focus  in  on  investment,  and  we 
also  have  to  reduce  the  deficit. 
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That  sounds  great,  and  it  is  a  great  message  to  take  to  the  Amer- 
ican public,  but  the  first  thing  we  did  was  to  extend  unemployment 
benefits,  and  thereby  increase  the  deficit  $5.7  billion.  That  was  con- 
sumption spending,  clearly  consumption  spending,  not  investment 
spending.  Yet  we  see  the  arguments  made  that  we  need  this  tem- 
porary fix  and  then  enact  your  long-term  program  to  really  in- 
crease employment.  We  have  a  jobless  problem  here,  and  we  have 
a  jobless  increase  in  our  economy.  Yet  when  I  look  at  your  own  ad- 
ministration's figures  the  unemployment  rate  will  only  fall  fi'om  5.8 
percent  to  5.7  percent  in  1997  due  to  your  proposal. 

Now,  I  cannot  understand  you  are  making  claim  that  we  are 
going  to  do  great  things  with  this  package.  As  a  part  of  that  pack- 
age though,  we  first  need  to  take  care  of  the  unemployed  and  we 
need  to  spend  more  money  and  consume  it  and  increase  the  deficit. 
I  don't  see  either  benefits.  I  don't  see  the  benefits  in  the  short  run 
by  doing  what  we  just  did  nor  from  your  own  numbers  do  I  see  the 
benefits  in  the  long  run  of  taxes,  increasing  spending,  doing  very 
little  about  reducing  waste  in  Government  and  still  not  signifi- 
cantly lower  unemplojrment. 

Ms.  Tyson.  OK.  Let  me  say  something  about  deficit  reduction 
and  the  unemployment  rate.  Deficit  reduction  itself,  as  I  indicated 
in  my  comments,  tends  to  be — its  impact  immediately  is  to  tend  to 
make  the  economy  grow  more  slowly  because  you  are  either  in- 
creasing taxes  or  taking  spending  out  of  the  economy. 

However,  what  you  get  for  that,  for  the  unemployment  rate  going 
down  but  not  going  down  much  more  rapidly  than  it  would  have 
anyway  is  an  increase  in  productivity  and  higher  wages.  I  talked 
about  my  investment  as  an  investment 

Mr.  Santorum.  If  I  could  interrupt  for  just  a  second.  You  admit, 
then,  that  this  package  of  growth  stimulus,  et  cetera,  is  not  going 
to  cause  very  significant  gains  in  emplojrment? 

Ms.  Tyson.  We  have  to  make  a  distinction  here  between  stimu- 
lus. I  really 

Mr.  Santorum.  Your  package  will  not  make  very  much  dif- 
ference in  employment  over  the  long  run. 

Ms.  Tyson.  No,  I  think  that  our  package  will,  number  one,  in  the 
stimulus  part  of  the  package,  which  is  the  part  you  started  with 
initially,  will  actually  over  the  next  2  fiscal  years  add  500,000  jobs 
to  the  economy. 

Mr.  Santorum.  Short-term  jobs. 

Ms.  Tyson.  Over  and  above — it  is  not  short-term  jobs.  Those  are 
jobs  that  will  be  added  to  the  economy  giving  us  time  to  get  back 
to  capacity  and  then  we  are  on  a  trajectory  of  growth  from  there 
on. 

Mr.  Santorum.  But  those  jobs — ^you  just  answered  that,  are 
short-term  jobs. 

Ms.  Tyson.  No,  they  are  not  short-term  jobs.  They  are  jobs.  They 
are  jobs  created  through  additional  demand  in  the  economy.  The 
additional  demand — look,  here  is  how — let  me  tell  this  story 

Mr.  Santorum.  Additional  demand  created  by  what? 

Ms.  Tyson.  I  will  now  tell  you  the  story.  You  give  someone — ^you 
give  a  company  an  investment  tax  credit.  They  buy  a  machine.  The 
firm  producing  that  machine  hires  a  worker,  the  worker  who  pro- 
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duces  that  machine  has  an  income  rather  than  no  income.  They, 
in  turn,  consume  things.  They,  in  turn 

Mr.  Santorum.  My  time  is  short.  I  understand  the  multiplier  ef- 
fect. I  understand  that.  But  the  point  that  was  made  by  the  chair- 
man, and  I  think  well  made,  is  that  you  may  be  just  accelerating 
investment  decisions  as  opposed  to  really  creating  anything  new. 
That  is  playing  with  the  Tax  Code  for  a  questionable  result. 

Ms.  Tyson.  We  are  accelerating  investment  decisions  in  the  short 
run  and  we  are  encouraging  them  in  the  long  run  through  our 
long-term  investment  credits  and  through  lower  interest  rates,  so 
we  are  doing  two  things. 

Mr.  Santorum.  The  second  point  you  made  in  defense  of  the 
need  for  a  stimulus  package  is  actually  the  same  as  the  first  one, 
because  you  don't  want  to  cut  Cxovernment  as  it  could  hurt  the 
economy.  You  assume,  then,  that  there  is  no  waste  in  Government. 

Ms.  Tyson.  I  am  not  proposing  for  us  to  increase  waste  in  gov- 
ernment. 

Mr.  Santorum.  That  wasn't  my  point.  You  assume  by  that  state- 
ment that  there  are  no  cuts  that  can  be  made  in  Government  that 
are  wasteful,  that  eliminates  waste,  and  therefore  by  eliminating 
waste,  actually  creates  efficiency  in  Gk)vernment  and  actually  cre- 
ates more  resources  in  the  private  sector.  Your  argument  is  that 
we  shouldn't  go  after  cutting  additional  Government  spending  pro- 
grams at  this  time  is  that  we  would  hurt  the  economy  by  doing  so. 

Ms.  Tyson.  Can  I  respond?  What  I  would  say  is  I  would  love  to 
go  after  waste  in  Grovemment  at  any  time,  and  I  think  this  admin- 
istration stands  ready  and  is  actively  ferreting  it  out  in  the  agen- 
cies that  it  controls  right  now,  would  be  happy  to  do  it  at  any  time. 

If  we  found  instantly  $10  billion  of  waste  in  Government  that  we 
could  rid  ourselves  of  this  year,  I  would  propose  putting  it  into  $10 
billion  of  investment  spending  by  the  Grovernment  or  $10  billion  of 
additional  investment  tax  breaks  by  the  Government  to  get  the 
economy  moving  through  its  recovery  faster,  so  I  would  love  to  shift 
Government  spending  from  waste  to  more  productive  forms. 

Mr.  Santorum.  My  time  is  up.  Thank  you. 

Chairman  Rostenkowski.  Mr.  Matsui. 

Mr.  Matsui.  Thank  you  very  much,  Mr.  Chairman.  I  would  like 
to  thank  Dr.  Tyson  for  her  testimony  and  for  all  the  work  that  she 
and  others  in  the  new  administration  have  put  into  this  economic 
package.  I  find  it  ironic  that  some  Members  on  the  other  side  of 
the  aisle  would  talk  about  getting  rid  of  waste.  After  all,  this  ad- 
ministration has  been  in  office  now  less  than  2  months,  but  the 
prior  two  administrations  had  12  years.  How  ironic  that  waste  be- 
comes a  very  major  significant  issue  for  the  other  side  of  the  aisle. 

I  think  the  economic  package  is  extremely  balanced,  it  is  one 
that  all  of  us  have  an  obligation  to  support,  and  frankly  I  am  look- 
ing forward  to  the  votes  on  the  Floor  of  the  House  sometime  in 
July  when  we  will  find  out  if  Members  are  sincere  about  their  be- 
lief that  the  Federal  budget  deficit  should  be,  in  fact,  reduced. 

I  am  sure  the  other  side  of  the  aisle  will  come  up  with  thousands 
of  reasons  why  they  can't  vote  for  this  package.  We  already  heard 
one  excuse  when  one  gentleman  talked  about  the  energy  tax  and 
how  that  would  devastate  the  economy  of  the  United  States.  To 
state  that  raising  $71  billion  over  a  5-year  period  would  have  that 
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kind  of  impact  is  nonsense.  Mr.  Levin  raised  also  the  interesting 
fact  that  the  Europeans  and  the  Japanese  pay  over  $2.50,  $3  as 
you  indicated,  for  the  cost  of  their  gasoUne  while  we  have  a  rel- 
atively low  price  ourselves.  I  would  like  to  ask  you  one  question, 
however,  on  the  capital  gains  provision  with  respect  to  venture  cap- 
ital. 

The  administration's  package  sets  a  $25  million  cap  for  qualify- 
ing venture  capital  companies.  Many  of  the  emerging  companies, 
such  as  biotech  companies,  which  are  basically  capital  intensive 
rather  than  labor  intensive,  will  have  a  difficult  time  fitting  within 
that  cap.  That  is  why  when  Senator  Bumpers  and  I  introduced  the 
bill  that  I  believe  your  legislation  is  patterned  after,  we  included 
a  $100  million  cap. 

It  is  my  hope  that  you  and  the  administration  will  be  able  to  look 
at  lifting  that  cap  from  $25  million  to  $100  million  or  somewhere 
in  that  range  so  that  more  small  companies  will  be  benefited  by 
this  capital  investment  incentive.  If  you  can  respond  now  or  later 
or  perhaps  you  are  in  the  process  of 

Ms.  Tyson.  I  would  be  happy  to  talk  with  you  about  it,  and  we 
had  had  some  talks  with  representatives  of  the  venture  community 
on  this  issue.  This  is  again  an  issue  of  balance  here.  We  are  looking 
for  a  tax  approach  which  primarily  will  recognize  the  importance 
of  small  startups  to  job  creation  in  the  United  States,  and  as  you 
move  that  size  cap  up  from  $25  million  to  $100  million,  you  are 
running  much  closer  to  basically  bringing  the  entire  set  of  Amer- 
ican enterprises,  small  or  large,  into  this  targeted  tax  capital  gains 
relief  program,  so  we  were  looking  for  a  way  to  really  focus  on 
small  startups,  and  that  is  how  we  came  to  that  figure,  but  I  think 
that  there  is  room  to  sort  of  discuss  what  the  right  cap  should  be, 
both  to  get  at  the  small  scale  incentive  that  we  want  but  at  the 
same  time  to  really  have  a  real  effect  on  sectors  that  are  important 
to  growth. 

Mr.  Matsui.  I  appreciate  that  because  maybe  the  $100  million 
might  not  be  appropriate  and  we  can  find  some  area  where  we 
don't  pick  up  companies  that  don't  really  deserve  the  differential 
but  include  companies  that  certainly  would  take  advantage  of  it  for 
job  creation  and  other  purposes. 

One  additional  comment  concerns  the  12  percent  capital  gains 
differential  currently  included  in  the  economic  package.  To  recap, 
I  don't  know  if  it  was  by  happenstance  or  if  it  was  by  design,  and 
I  am  sure  you  are  aware  of  this,  but  in  raising  the  effective  rates 
for  individuals  from  the  current  34  percent  rate,  with  the  addi- 
tional 10  percent  surtax,  to  the  40  percent  rate — including  the  in- 
crease in  the  rates  and  the  phaseout  of  the  personal  exemptions 
and  itemized  deductions,  we  created  a  12  percent  capital  gains  dif- 
ferential for  those  above  the  28  percent  rate.  If  the  rates  were  only 
increased  to  34  percent,  the  differential  might  not  have  been  a 
problem,  but  a  12  percent  differential  is  a  different  story. 

If  in  fact  we  should  expand  the  passive  losses  more  than  what 
you  have  proposed  in  your  package,  to  the  point  where  it  was 
under  the  original  Andrews  legislation,  that  could  create  a  substan- 
tial tax  shelter  problem.  In  fact,  we  have  been  hearing  on  K  Street 
that  this  would  be  a  significant  problem. 
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In  addition,  I  expect  that,  with  a  substantial  differential,  some 
corporate  entities  would  accumulate  dividends  rather  than  pass 
them  out  because  it  would  be  better  for  the  stock  to  be  exchanged 
at  the  capital  gains  rate. 

I  am  wondering  how  much  thought  has  been  given  to  this?  Was 
this  12  percent  differential  done  by  design  or  is  it  something  that 
should  be  looked  at?  I  know  that  Senator  Bradley  has  a  problem 
with  this.  I  am  beginning  to  think  that  if  we  allow  this  to  happen, 
we  are  going  to  have  to  make  other  changes  in  the  Tax  Code  that 
are  not  part  of  your  package,  and  it  could  really  add  complexity  to 
our  deliberations. 

I  would  hope  to  ask  Senator  Bentsen  this  tomorrow  and  perhaps 
you  could  respond  to  it  as  well. 

Ms.  Tyson.  Well,  first  it  brings  us  full  circle  back  to  the  first 
question  of  the  chairman,  which  is  in  a  way  when  you  try  to — we 
are  in  a  situation  where  we  need  to  use  revenues  as  part  of  deficit 
reduction  to  first  of  all  get  a  credible  amount  of  deficit  reduction, 
it  really  requires  some  revenues,  and  secondly,  we  want  to  do  this 
in  a  balanced  way,  but  then  once  we  get  to  that — and  then  we  also 
have  incidentally  the  goal  of  trying  to  restore  some  of  the  progres- 
sivity  into  the  tax  system  which  really  was  reduced  during  the 
1980s,  but  once  one  begins  down  that  path,  of  course,  problems  like 
this,  or  issues  like  this  do  develop,  and  they  need  to  be  looked  at. 

Now,  it  is  my  understanding  that  Treasury  has,  indeed,  incor- 
porated these  kinds  of  potential  shifts  into  their  revenue  estimates 
of  the  tax  proposals  they  are  making,  but  I  do  believe  that  you 
should  talk  to  Secretary  Bentsen  about  this  and  I  do  believe  that 
we  will  be  working  with  you  to  try  to  make  sure  that  ultimately 
the  tax  package  that  is  adopted  achieves  all  of  our  objectives,  defi- 
cit reduction,  balance,  progressivity,  and  incentives  for  investment. 

I  would  say  those  are  our  main  objectives,  and  to  do  it  in  a  way 
which  is  least  distortionary  as  possible.  That  is  our  objective. 

Mr.  Matsui.  Could  I  just  make  one  further  observation? 

Chairman  ROSTENKOWSKI.  It  depends  on  how  long. 

Mr.  Matsui.  It  will  be  very  short.  One  of  the  real  additional 
problems  with  this  that  I  might  just  point  out  is  the  fact  that  it 
only  applies  to  individual  taxpayers  who  are  in  higher  than  28  per- 
cent rate  brackets.  In  other  words,  if  you  are  in  the  15  percent 
bracket,  you  don't  get  capital  gains.  If  we  allow  this  to  be  enacted, 
we  really  are  going  to  be  rewarding  those  that  are  in  the  higher 
income  brackets  while  giving  no  incentive  to  those  in  the  lower 
brackets.  I  really  think  this  issue  has  to  be  revisited  somehow  by 
the  administration. 

Chairman  ROSTENKOWSKI.  Mr.  Kleczka.  Mr.  Pickle. 

Mr.  Pickle.  Thank  you,  Mr.  Chairman.  This  morning,  Dr.  Tyson, 
I  asked  Mr.  Panetta  what  his  position  would  be  with  respect  to 
PBGC,  and  the  solvency  of  that  in  the  long  run.  His  reply  was  that 
he  thought  that  we  ought  to  pay  some  immediate  attention.  He 
would  consider  adding,  in  this  year's  reconciliation  budget,  some 
expression  about  not  allowing  this  to  continue  and  giving  to  each 
committee  approximately  5  years  to  have  these  books  balanced.  I 
liked  his  answer  on  that. 

I  also  liked  his  answer  with  respect  to  the  Government-sponsored 
enterprises.  He  didn't  want  to  see  any  new  ones  created  during  this 
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term  unless  they  are  fully  capitalized,  and  that  was  clearly  under- 
stood. Now,  I  don't  know  what  his  response  was  about  entitle- 
ments. He  also  went  back  to  saying  that  we  never  are  going  to  cure 
our  problems  unless  we  do  something  about  the  entitlements. 

Do  you  know  whether  the  administration  has  any  plans  to  study 
or  to  make  recommendations  or  look  at  the  long-range  picture  of 
entitlement  programs? 

Ms.  Tyson.  I  think  that  the  administration  will  be  looking  at 
that  primarily  through  its  health  care  package,  that  basically  our 
view  is  that  the  issue  here  is  to  try  to  deal  with  the  very  dramatic 
increase  both  in  the  public  and  the  private  sector  of  health  care 
spending,  and  if  we  could  get  a  health  care  system  in  this  country 
which  got  our  costs  under  control,  that  that  would  be  the  most  ef- 
fective thing  we  could  do. 

Mr.  Pickle.  Well,  that  would  be  perhaps  a  good  beginning,  but 
if  you  limit  it  just  to  health,  you  are  giving  no  consideration  then 
to  agriculture,  veterans'  benefits,  housing,  education,  and  all  the 
other  entitlements  we  have.  Are  you  saying  that  you  have  no  spe- 
cific recommendation  now  except  to  do  as  much  as  you  can  in  the 
health  field? 

Ms.  Tyson.  No,  I  would  say  that  we  have  already — on  this  topic 
I  guess  I  would  say  what  all  of  us  have  said  to  every  committee 
we  have  gone  before  we  actually  have  in  our  spending  cut  proposals 
cuts  in  agricultural  entitlements,  cuts  in  educational  entitlements, 
cuts  in  social  security  entitlements. 

What  I  am  saying  is  we  have  some  here  already.  If  we  need  to 
go  further,  we  need  to  go  further  in  a  dialog  with  recommendations 
from  the  Congress  about  exactly  where  they  wish  to  go. 

Mr.  Pickle.  I  don't  argue  that  you  do  have  some  in  there,  but 
you  are  really  just  blowing  a  kiss  at  it  right  now.  It  is  not  a  real 
attack  on  it.  I  think  you  are  going  to  have  to  look  at  this  as  a 
whole.  I  really  think  that  this  committee  and  some  of  the  appro- 
priate committees  may  have  to  officially  have  a  hearing  on  the  sub- 
ject of  entitlements. 

I  don't  know  who  is  going  to  volunteer  first,  but  I  think  it  has 
got  to  be  approached.  Now,  you  are  asking  us  to  take  this  package, 
and  that  is  important.  It  is  a  rather  courageous  proposal  you  are 
making  down  the  street.  I  would  think,  under  normal  times,  both 
Democrats  and  Republicans  would  say  this  is  a  bipartisan  ap- 
proach. We  know  nobody  questions  that  the  only  way  you  are  going 
to  get  rid  of  the  deficit  is  to  cut  spending  and  raise  the  revenue, 
we  know  that. 

Now  we  are  being  asked  to  pass  a  package  and  look  at  the  pack- 
age overall.  We  are  going  to  vote  on  this  budget,  your  full  budget. 
We  are  taking  a  lot  on  faith  because  we  haven't  been  given  the  lit- 
tle line  markers.  I  am  just  going  to  assume  you  are  going  to  spell 
this  thing  out.  I  wish  we  could  get  more  information  in  advance. 

I  wish  there  was  some  way.  Dr.  Tyson,  and  this  is  just  an  indi- 
vidual wish,  that  we  could  take  all  this  money  we  are  going  to  raise 
with  revenues  and  cutting  spending  and  earmark  it  specifically  for 
the  deficit.  If  that  could  be  done,  I  think  the  American  people 
would  rise  up  and  say  we  call  your  name  holy,  and  they  would  co- 
operate with  you. 
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We  have  never  done  that  because  you  just  don't  like  to  earmark 
funds.  We  may  come  to  that  point  some  day.  In  the  meantime,  we 
have  got  to  take  it  on  faith  that  the  deficit  will  be  cut,  and  I  hope 
we  can  do  it.  I  think  it  is  the  best  approach.  I  am  saying  to  you 
if,  at  the  end  of  this  administration,  we  haven't  cut  back  on  that 
deficit,  your  goose  is  cooked,  and  so  is  the  Congress. 

Chairman  ROSTENKOWSKI.  Your  time  has  nearly  expired,  Mr. 
Pickle. 

Mr.  Rangel.  Take  your  time,  Jake. 

Mr.  Pickle.  We  are  concerned  about  it,  and  I  just  have  to  press 
myself.  I  notice  you  do  not  have  any  capital  gains  here  other  than 
with  respect  to  small  business.  I  am  a  little  bit  disturbed  and  may 
be  asking  in  writing  for  your  definition  what  is  productivity,  and 
what  is  investment.  I  don't  really  know  if,  for  instance,  an  invest- 
ment tax  credit  would  be  an  investment.  Is  Head  Start  an  invest- 
ment in  your  view? 

Ms.  Tyson.  I  think  Head  Start  is  absolutely  an  investment.  The 
studies  on  Head  Start  in  terms  of  the  return,  you  save  $3  to  $4  for 
every  $1  you  invest.  This  is  basically — the  program  has  been  ana- 
lyzed in  terms  of  future  performance  in  school,  future  ability — fu- 
ture capability  to  achieve  skills  for  the  work  force.  I  think  this  is 
definitely  an  investment. 

Chairman  Rostenkowski.  Mr.  Grandy. 

Mr.  Grandy.  Thank  you,  Mr.  Chairman.  Dr.  Tyson,  let  me  say 
as  a  member  of  the  loyal  opposition,  I  think  the  President  has  field- 
ed a  very  strong  team  to  move  this  package  up  here  and  through 
here  and  out  of  here.  His  sales  people  are  very  well  informed,  and 
are  difficult  to  rebut,  but  I  would  have  to  assume  that  what  you 
are  up  here  saying  today  is  that  the  reason  for  the  stimulus  pack- 
age is  that  it  is  necessary  to  move  simultaneously  a  track  of  public 
investment  and  private  investment  that  stimulates  growth  in  the 
economy,  provides  jobs,  and  does  not  exacerbate  the  deficit. 

That  is  the  ultimate  goal  of  this  triparte  package  of  deficit  reduc- 
tion, stimulus  and  investment.  Am  I  correct  in  that  assumption? 

Ms.  Tyson.  Yes. 

Mr.  Grandy.  Well,  obviously  you  know  the  Director  of  the  Con- 
gressional Budget  Office.  You  are  now  using  his  figures  or  so  we 
are  led  to  believe.  He  says  this  in  his  most  recent  report  which  I 
gather  that  you  have  looked  at.  It  is  the  "Economic  and  Budget 
Outlook"  for  1994  through  1998. 

He  says  the  Congressional  Budget  Office's  review  of  the  evidence 
suggests  that  the  measured  returns  from  the  average  public  invest- 
ment in  infrastructure  and  in  research  and  development  have  been 
lower  than  the  returns  from  the  average  private  investment. 

There  is  little  evidence  on  the  economic  returns  from  most  gov- 
ernment investment  in  human  resources,  which  I  assume  includes 
things  like  Head  Start  and  national  service  and  some  of  the  things 
that  we  may  quibble  whether  they  are  investment  or  consumption, 
but  I  don't  mean  to  do  that  right  now. 

Here  is  my  point.  One  of  the  first  points  that  was  made  in  this 
hearing  today  by  the  Chairman  was  in  relationship  to  the  invest- 
ment tax  credit  and  also  the  small  business  capital  gains  tax.  It 
concerned  whether  or  not  those  have  a  real  stimulus  or  whether  it 
is  a  temporary  sparkplug  to  the  economy.  It  is  a  change  in  the 
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code,  a  temporary  change  in  the  code,  and  it  is  going  to  change  tax 
planning  in  the  short  run.  My  concern  as  a  Member  who  has  only 
been  a  member  of  this  committee  a  little  over  2  years  and  has  al- 
ready been  a  coconspirator  in  screwing  up  the  code  to  pay  for  un- 
employment or  changing  various  provisions,  is  that  we  usually  do 
more  harm  than  good  in  an  attempt  to  carve  out  these  little  tem- 
porary tax  credits  and  stimuli.  Instead  we  are  confounding  the 
long-term  plans  of  business,  even  the  ones  that  could  use  it,  and 
can  afford  to  hire  the  accountants.  My  concern  is  based  on  what 
Mr.  Santorum  said,  who  used  your  own  numbers  to  prove  that 
there  is  only  about  a  one-tenth  of  1  percent  end  change  in  unem- 
ployment between  doing  nothing,  so  to  speak,  and  using  the  Presi- 
dent's plan. 

I  am  afraid  that  the  stimulus  may  back  up  on  us  with  a  tem- 
porary set  of  tax  cuts  that  will  change  the  timing  of  investment  but 
probably  not  permanently  increase  investment.  Do  you  agree  with 
that? 

Ms.  Tyson.  I  guess  I  want  to  say  two  things  to  that.  One  of  the 
reasons  for  using  this  approach  is  that  the  evidence,  the  economic 
evidence  on  the  use  of  investment  tax  credits  as  opposed,  say,  to 
something  like  a  capital  gains  tax  relief  approach  is  that  invest- 
ment tax  credits,  what  we  know  about  them  from  econometric  evi- 
dence and  past  economic  history  is  they  do,  indeed,  give  a  boost  to 
private  investment  spending. 

You  do,  indeed,  observe  private  investment  spending  increasing 
as  a  result  of  this  kind  of  targeted  approach,  so 

Mr.  Grandy.  But  excuse  me 

Ms.  Tyson.  Can  I  just  continue  because  the  second  point  is  relat- 
ed to  this? 

Mr.  Grandy.  OK,  sure. 

Ms.  Tyson.  The  Treasury  has  tried  to  handle  the  problem  of  the 
bunching  of  investment  that  might  occur  through  this — through  es- 
sentially a  correction  in  the  outyears,  so  then  if  a  company  sort  of 
invested  everything  in  1994  and  then  did  nothing  in  1995  and 
1996,  in  fact  they  would  have  to  essentially  make  good  on  some  of 
the  credits  they  have  received,  so  recognizing  that  there  is,  when 
you  use  this  kind  of  credit,  the  possibility  of  encouraging  a  firm 
simply  to  bunch  rather  than  to  actually  just  increase  their  invest- 
ment and  then  go  back  to  their  normal  path,  we  are  trying  to  struc- 
ture that  in  such  a  way  that  you  get  the  increase  in  investment 
and  then  back  to  the  normal  path,  so  we  are  cognizant  of  this  prob- 
lem. 

Mr.  Grandy.  But  if  I  understand  my  history  of  the  code,  the  rea- 
son we  have  always  wound  up  passing  an  investment  tax  credit 
and  then  repealing  it  is  that  it  affected  the  timing.  In  a  sense  it 
also  picked  winners  and  losers. 

I  can  recall  in  1986  when  I  was  running  for  Congress  in  Iowa  the 
investment  tax  credit  was  a  dirty  word  because  it  was  basically 
enfranchising  dentists  and  doctors  who  lived  in  Denver  and  Phila- 
delphia to  buy  livestock  operations  which  were  driving  small  pro- 
ducers out  of  the  business. 

My  concern  about  this  is  I  don't  think  there  is  any  kind  of  data 
that  we  have  that  says  a  2-year  ITC  over  a  certain  threshold  is 
really  going  to  make  long-term  changes.  We  know  it  will  make 
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long-term  changes  in  tax  planning  which  will  confound  a  lot  of  in- 
vestors. I  see  my  time  is  almost  up,  so  going  back  to  something  Mr. 
Matsui  said.  If  it  is  true  that  we  are  going  to  use  taxes  to  pay  for 
some  of  these  tax  credits,  and  if  it  is  also  true  as  he  estimated,  I 
believe  that  the  energy  taxes  raises  $71  billion  over  5  years,  and 
that  will  have  no  real  profound  effect  on  the  economy,  then  how 
can  it  be  that  a  $30  billion  stimulus  over  the  same  amount  of  time 
will?  Any  stimulus.  That  is  my  concern. 

I  think  we  are  making  Tax  Code  complications  and  tax  increases 
to  pay  for  tax  breaks  that  are  marginally  disseminated  throughout 
the  economy. 

Can  she  respond,  Mr.  Chairman? 

Ms.  Tyson.  On  the  energy  tax 

Chairman  ROSTENKOWSKI.  One  minute.  Doctor. 

Ms.  Tyson.  On  the  energy  tax  versus  the  ITC,  I  think  the  way 
you  would  describe  it,  the  energy  tax  is  a  very  broad-based  tax,  it 
falls  across  all  regions,  all  industries,  all  consumers  in  the  econ- 
omy, it  ends  up  being  very  small  for  any  one  of  them.  The  ITC  is 
very  targeted  it  is  very  short  term.  The  way  we  have  tried  to  fash- 
ion it,  albeit  with  some  difficulty,  you  can't  get  these  things  perfect, 
is  we  are  able  to  give  a  temporary  upward  hit  to  investment  and 
then  bring  these  companies  back  down  to  what  would  have  been 
their  normal  trajectory.  I  think  that  is  why  you  sort  of  see  it  dif- 
ferently. Could  I  clear  up  one  confusion? 

Chairman  ROSTENKOWSKI.  Sure,  Doctor,  go  right  ahead. 

Ms.  Tyson.  The  confusion  I  want  to  clear  up  is  between  the  CBO 
economic  forecast  and  our  economic  forecast  because  something  in 
the  last  round  of  questioning  suggests  that  we  are  not  doing  much 
better  than  doing  nothing. 

Now,  this  CBO  economic  forecast  here  was  made  on  the  assump- 
tion that  there  would  be  no  deficit  reduction.  They  were  saying  this 
is  what  is  going  to  happen  to  the  economy  if  we  basically  muddle 
through  as  is,  ok?  Now,  think  of  it,  we  are  going  to  give  this  society 
back  a  tremendous  amount  of  investment  resources,  a  tremendous 
amount  of  investment  and  prosperity  for  the  future,  high  real  wage 
growth  in  the  future,  yet  we  do  it  in  such  a  way  during  this  period 
of  very  difficult  deficit  reduction  program,  the  economy  actually 
does  better  than  what  the  CBO  is  saying  it  was  going  to  do  if  we 
do  nothing. 

Doing  nothing  is  easy  relative  to  what  we  are  asking  our  society 
and  our  economy  to  do,  so  I  want  to  point  out  that  this  doing  better 
than  the  CBO  is  really  doing  better.  It  is  doing  better  because  we 
are  going  to  get  our  longrun  prosperity  in  hand,  and  that  is  a  big 
accomplishment. 

Chairman  ROSTENKOWSKI.  Mr.  Brewster.  Mr.  Neal. 

Mr.  Neal.  Thank  you,  Mr.  Chairman.  Dr.  Tyson,  Mr.  Rangel  is 
behind  me,  and  he  has  had  a  longstanding  interest  on  a  similar 
issue,  it  is  the  issue  of  enterprise  zones. 

Ms.  Tyson.  I  just  want  to  tell  you  one  thing.  We  found  out  a  lit- 
tle bit  on  this  estimate  of  numbers  here  just  before  you  go  on,  I 
want  to  apologize,  one  document  doesn't  give  a  final  number,  the 
Treasury  document  suggests  that  we  were  considering  the  number 
50.  I  suspect  that  in  the  Treasury  proposals  out  there  now  we  are 
in  the  order  of  a  range  of  50. 
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Mr.  Neal.  ok.  I  know  you  mentioned  30  before. 

Ms.  Tyson.  I  want  you  to  know  to  clarify  that. 

Mr.  Neal.  Are  they  only  going  to  be  targeted  to  large  cities  or 
will  medium-sized  cities  be  considered  for  that  plan  as  well? 

Ms.  Tyson.  As  I  indicated  in  my  comments,  the  actual  criteria 
of  selection  is  something  that  I  think  we  would  be  negotiating  with 
Members  of  the  Congress,  with  members  of  the  interested  agencies, 
with  members  of  communities. 

We  really  were  talking  about,  given  the  kinds  of  tax  incentives 
we  wanted  to  offer  and  given  a  rough  regional  breakdown  between 
urban  areas,  rural  areas  and  Indian  reservations,  we  costed  these 
things  out,  but  we  did  not  lay  down  the  exact  criteria  by  which  a 
particular  area  would  be  adopted  as  a  zone  or  not. 

Mr.  Neal.  How  quickly  would  you  be  prepared  to  move  on  those 
if,  in  fact,  the  package  is  passed? 

Ms.  Tyson.  I  think  we  would  be  able  to  move  on  those  relatively 
quickly  because  I  think  the  idea  is  to  build  upon  notions  that  had 
been  discussed  in  the  last  Congress  on  enterprise  zones  and  to 
work  with  a  starting  base  based  on  criteria  that  came  out  of  the 
last  round  of  discussions. 

Mr.  Neal.  The  reason  I  raise  that  question  is  the  previous  ad- 
ministration accepted  applications  from  across  the  country,  and  my 
hometown  in  Massachusetts  was  the  only  community  in  Massachu- 
setts to  submit  a  proposal,  and  I  would  hope  that  in  a  sense  that 
would  be  grandfathered,  at  least  that  an  opportunity  would  be 
there  to  scrutinize  that  proposal.  I  bring  that  to  your  attention  now 
so  that  you  can  keep  that  fixed  in  your  memory. 

Ms.  Tyson.  Look  for  that  proposal,  we  should  dig  that  proposal 
out. 

Mr.  Neal.  You  will  have  to  deal  with  some  of  the  parochialism 
that  occurs  up  here  from  time  to  time.  Secondly,  as  you  make  your 
projections,  one  of  the  things  that  caused  all  of  us  a  lot  of  con- 
sternation with  the  last  administration,  not  that  they  necessarily 
are  obligated  to  have  a  better  handling  on  these  issues,  but  as  they 
made  their  projections  about  inflation  and  interest  rates  and 
growth,  how  could  they  have  been  as  far  off  as  they  were  at  the 
time? 

I  sat  next  to  Michael  Boskin  one  night  at  a  sports  gathering,  and 
he  was  as  frustrated  as  anybody  I  had  ever  talked  to  about  the  pro- 
jections that  were  being  made,  genuinely  frustrated. 

Ms.  Tyson.  Well,  of  course  I  wasn't  there  at  the  time.  I  will  say 
something  about  the  past  projections.  In  Alice  Rivlin's  testimony 
for  her  confirmation,  she  actually  put  together  some  numbers  com- 
paring administration  forecasts,  CBO  forecasts,  and  private  fore- 
casts. I  have  to  say  that  all  forecasters  were  off,  all  three  groups 
of  forecasters  were  off. 

The  administration  forecasters  erred  much  more  on  the  side  of 
optimism,  on  growth  rates,  so  that  when  you  looked  at  them,  they 
all  tended  to  be  off,  they  all  tended  to  overestimate  what  the 
growth  of  the  economy  truly  turned  out  to  be,  but  the  administra- 
tion forecasts  consistently  overestimated  in  a  larger  way  than  the 
CBO  forecasts  or  the  private  forecasters. 

On  interest  rates  my  recollection  is  the  results  were  somewhat 
similar  except  sometimes  the  administration  forecasts  on  interest 
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rates  were  better  than  the  CBO  forecasts  on  interest  rates,  so  the 
long  and  short  of  that  is  there  is  some  evidence  for  the  notion  that 
the  administration  forecast  did  suffer  from  a  rosy  scenario  bias,  but 
the  other  thing  to  say  is  that  forecasting  is  a  very  difficult  thing 
to  do,  particularly  over  long  periods  of  time,  and  particularly  in  sit- 
uations such  as  the  one  we  found  ourselves  in  between  1988  and 
1991,  1992  when  the  economy  had  gone  through  a  substantial  debt 
run  up,  a  substantial  investment  in  overbuilding  of  real  estate, 
both  commercial  and  residential,  so  we  had  some  structural  prob- 
lems in  the  economy  which  made  the  recession,  I  think,  last  longer 
and  it  has  been  more  difficult  to  get  out  of  than  any  forecaster  pre- 
dicted. 

Mr.  Neal.  ok.  As  an  economist,  not  just  as  the  chief  economic 
adviser  to  the  President,  you  could  answer  in  one  word  if  you  like, 
do  you  think  the  previous  administration  was  overly  concerned 
with  inflation? 

Ms.  Tyson.  With  the  benefit  of  hindsight,  I  think  that  the  past 
administration  did  not  pay  enough  attention  to  the  growing  signs 
that  the  economy  was  getting  weaker  than  they  had  anticipated 
and  did  not  take  action  fast  enough  to  address  that. 

Mr.  Neal.  Thank  you.  Doctor.  Thank  you,  Mr.  Chairman. 

Chairman  ROSTENKOWSKI.  Mr.  Jefferson. 

Mr.  Jefferson.  Thank  you,  Mr.  Chairman.  Dr.  Tyson,  I  would 
like  to  congratulate  and  commend  you  as  others  have  on  the  fine 
work  you  have  done  so  far  in  trying  to  fashion  a  program  around 
a  set  of  very  difficult  issues.  I  want  to  ask  you  one  or  two  specific 
questions,  though,  and  my  hope  is  to  support  the  thrust  of  the  pro- 
gram and  ultimately  to  support  the  program. 

On  mass  transit,  with  respect  to  the  Btu  energy  tax,  for  the  gaso- 
line taxes  and  other  motor  fuel  taxes  there  are  exemptions  for 
State  and  local  governments  and  nonprofits.  Do  those  exemptions 
apply  to  the  Btu  energy  tax? 

Ms.  Tyson.  I  am  sorry,  which  exemptions  were  you  talking 
about? 

Mr.  Jefferson.  For  local  government,  generally  the  excise  taxes 
for  Federal  motor  fuels  don't  apply  to  local  governments  for  mass 
transit.  My  question  is  whether  they  are  also  exempted  because  I 
don't  see  an3^hing  about  it  under  the  Btu  energy  tax  or  are  they 
expected  to  pay  those? 

Ms.  Tyson.  OK,  I  think  that 

Mr.  Jefferson.  If  they  are,  we  need  to  fix  that. 

Ms.  Tyson.  I  think  the  answer  is  yes  and  we  should  talk  about 
that.  In  the  following  sense  the  Btu  tax  will  not  show  up  at  the 
retail  level.  What  the  Btu  tax  will  do  is  raise  the  price  to  the  user 
of  fuel,  so  that  any  user  of  fuel.  State,  local  government  for  any 
kind  of  transportation  system  will  pay  a  slightly  higher  price  as  a 
result  of  the  Btu  tax. 

I  don't  believe  the  way  we  had  fashioned  it  that  we  had  put  in 
any  exemption  for  any  particular  category. 

Mr.  Jefferson.  I  should  commend  that  to  your  further  study  be- 
cause that  would  create  a  new  and  special  burden  for  local  govern- 
ments for  cities  like  the  one  that  I  represent  and  others  represent 
here.  We  really  need  to  be  sure  we  aren't  putting  a  burden  on  them 
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that  isn't  ordinarily  expected  to  be  on  their  back  regarding  energy 
usage. 

The  other  is  a  question  about  a  long-term  issue.  The  greatest  rise 
in  taxation  for  the  middle  class  in  the  1980s,  a  rise  of  some  several 
hundred  percent  was  on  the  payroll  taxes.  My  question  is  has  there 
been  any  focus  on  the  long-term  effects  on  this  regressive  tax  bur- 
den and  are  there  any  suggestions  that  you  have  for  possible  meth- 
ods of  relief  either  in  this  program  or  in  some  future  undertakings 
that  you  can  see  the  administration  having  to  deal  with? 

Ms.  Tyson.  Well,  I  think  what  we  have  tried  to  do  here  is  again 
to  try  to  fashion  an  entire  package  which  will  not  in  any  significant 
way,  any  noticeable  way  increase  the  tax  burden  on  middle  class 
families  but  will,  in  fact,  concentrate  the  tax  increases  on  the  upper 
end  of  the  income  distribution,  so  we  really  chose  to  go  at  the  issue 
of  increasing  the  progressivity  of  the  tax  system  through  the  in- 
come tax  proposals  we  made  rather  than  through  working  on  the 
payroll  tax  side. 

Mr.  Jefferson.  The  trouble  with  it  is  that  the  disability  and 
medicare  trust  funds  are  going  to  put  more  pressure  on  payroll 
taxes,  and  it  is  another  matter  that  I  commend  to  some  consider- 
ation. The  last  is  there  are  efforts  here  to  create  jobs  throughout 
the  program,  and  one  involves  the  capital  gains  reduction,  5  year 
holding  period,  cut  the  capital  gains  tax  in  half. 

My  question  is  can  you  quantify  in  any  way  where  these  jobs 
might  end  up?  Will  there  be  jobs  created  in  the  inner  city  areas  as 
a  consequence  of  this  or  do  you  have  some  other  plan  for  that? 

Ms.  Tyson.  I  think  that  is  meant,  the  tax  proposal  for  capital 
gains  tax  relief  is  meant  to  apply  to  small  businesses  regardless  of 
location.  I  would  hope  that  since  access  to  capital  is  a  major  issue 
for  the  formation  of  small  business  enterprises  wherever  they  lo- 
cate that,  it  would  have  benefits  throughout  the  country  in  the 
inner  city  as  well  as  in  other  parts  of  the  country. 

Let  me  say  that  I  think  our  package  has  a  number  of  other  items 
which  really  are  designed  to  try  to  address  some  of  the  problems 
of  inner  city  areas  besides  the  enterprise  zone  initiative  I  think  the 
Head  Start  initiative,  I  think  some  of  the  infrastructure  initiatives 
by  being  located  in  urban  areas  will  really  address  some  of  the 
problems  of  the  inner  city. 

I  also  think  the  administration  will  be  looking  very  carefully  to 
make  sure  that  if  the  package  as  a  whole  in  creating  benefits  for 
the  Nation  does  not  create  a  balanced  distribution  of  those  into  the 
inner  city,  that  we  would  want  to  work  on  additional  policies  to  do 
so. 

Mr.  Jefferson.  Thank  you. 

Chairman  ROSTENKOWSKI.  Mrs.  Johnson. 

Mrs.  Johnson.  Thank  you,  Mr.  Chairman. 

Welcome,  Dr.  Tyson.  I  believe  there  is  much  good  will  in  your 
proposals,  but  I  believe  there  is  not  much  stomach.  Martin  Feld- 
stein  says  if  every  tax  and  spending  change  called  for  in  the  plan 
occurs  and  the  economy  returns  to  full  employment  in  1997,  the 
Clinton  calculations  say  we  will  have  a  budget  deficit  at  2.7  percent 
of  gross  domestic  product,  and  he  reminds  us  we  were  at  2.9  per- 
cent in  1990. 
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So  since  everything  in  your  plan  has  to  work  to  reach  that  2.7 
percent,  I  want  to  look  at  the  savings  that  are  in  your  plan,  and 
I  am  going  to  run  them  down.  You  may  not  have  time  to  respond 
to  them,  but  I  think  this  is  such  an  important  part  of  the  big  pic- 
ture in  determining  whether  or  not  this  is  the  dramatic  package 
the  Nation  really  needs.  I  agree  with  you,  and  I  am  serious  when 
I  say  I  believe  there  is  a  lot  of  good  will  in  your  work.  It  is  a  criti- 
cal time  for  the  Nation.  I  just  believe  that  your  assumptions  leave 
a  lot  to  be  desired,  and  therefore  I  don't  see  that  the  package  is 
going  to  create  the  strength  in  the  economy  that  this  Nation  des- 
perately needs. 

First  of  all,  you  assume  that  those  who  experience  higher  mar- 
ginal tax  rates  as  a  result  of  your  package  will  not  change  their 
behavior.  That  is,  they  will  not  shelter  any  of  their  income.  Yet  ac- 
cording to  Feldstein,  if  they  sheltered  just  10  percent,  if  they  re- 
duce their  taxable  income  by  only  10  percent,  all  your  revenue  will 
vanish.  If  they  shelter  only  5  percent,  your  revenue  projections  will 
be  halved,  which  means  that  that  deficit  reduction  will  be  far  less 
than  your  numbers  indicate. 

That  is  one  assumption  that  I  think  appears  to  be  faulty,  because 
I  can't  imagine  that  people  won't  take  action  to  reduce  their  tax- 
able income. 

Second,  you  assume  small  business  will  invest.  I  have  been  a 
strong  and  consistent  advocate  over  many  years  on  this  committee 
of  expensing  tax  credits  for  small  business.  But  how  can  small 
business  invest?  It  does  take  capital.  You  still  have  to  have  money 
to  do  it,  even  with  a  tax  credit.  Yet,  small  businesses  under  your 
plan  will  pay  higher  taxes  because  most  of  them  pay  as  individuals, 
so  the  rise  in  individual  rates  will  directly  increase  the  taxes  that 
small  businesses  pay. 

I  agree  with  you  that  small  business  is  the  only  job  driver  in  our 
economy  at  this  time.  So  if  small  business  cannot  use  your  invest- 
ment tax  credit,  it  will  make  a  difference  in  the  results  of  your 
package.  I  would  maintain  that  because  you  are  increasing  their 
taxes  through  an  increase  in  income  taxes,  through  an  increase  in 
Medicare  taxes,  through  an  increase  in  energy  taxes,  that  even  the 
little  guys  will  not  have  the  capital  to  invest.  The  big  guys,  that 
is,  the  guys  with  over  $250,000  in  income,  will  have  even  a  higher 
tax  burden. 

There  are  several  aspects  of  your  package  that  reduce  investment 
capital. 

So  those  are  two  assumptions  that  I  think  are  very  questionable. 

A  third  assumption  is  equally  questionable.  You  said  earlier  in 
your  testimony  that  you  didn't  know  how  Europe  taxed  the  energy 
manufacturers  use.  I  will  tell  you  how  Europe  taxes  that  energy. 
Zero.  They  do  not  tax  energy  used  by  manufacturers.  They  do  tax 
gasoline  used  by  consumers.  Their  consumption  taxes  are  far  high- 
er than  ours.  Not  only  do  they  not  tax  energy  used  by  manufactur- 
ers, but  they  subsidize  it. 

We  are  going  to  significantly  increase  the  taxes  on  our  manufac- 
turers at  a  time  when  their  competitive  margin  in  the  world  econ- 
omy is  very,  very  small,  and  in  some  cases  practically  nonexistent. 

You  describe  it  as  a  slight  differential,  the  differential  between 
your  tax  on  gas  and  your  tax  on  oil.  I  don't  consider  a  ratio  of  2 
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to  1  slight.  I  can  tell  you  many  manufacturers  in  my  district  can't 
convert  to  oil,  because  there  is  no  natural  gas  in  the  rocky  hills 
that  I  represent.  They  don't  have  that  choice  of  going  to  the  lower 
cost  fuel. 

There  are  some  manufacturers  who  without  question  will  experi- 
ence much  higher  energy  costs  under  your  proposal,  and  I  believe, 
representing  a  State  that  is  deeply  involved  in  exports,  that  will  af- 
fect their  competitiveness,  because  I  know  how  narrow  their  mar- 
gins are. 

So  I  think  your  assumptions  about  the  impact  of  the  energy  tax 
are  faulty.  I  think  your  assumptions  about  the  impact  of  your  pack- 
age on  small  businesses'  ability  to  grow  and  invest  are  faulty. 

I  think  your  assumptions  about  how  individuals  will  respond, 
and  therefore  what  your  revenue  estimates  will  be  is  low. 

And  thirdly,  I  think  your  assumptions  about  your  ability  to  en- 
force your  own  package  are  very  faulty,  because  you  are  setting  the 
example  of  breaking  the  very  discipline  that  according  to  Mr.  Pa- 
netta  is  part  of  your  package.  It  is  the  same  discipline  we  put  in 
the  budget  summit  agreement.  It  is  the  only  discipline  that  ever 
worked.  The  discipline  is  that  you  pay  as  you  go  and  you  don't  de- 
clare emergencies. 

Last  year  we  paid  for  unemplojrment  compensation  and  we  paid 
for  the  extenders  which  are  in  your  tax  package.  Everybody  said 
it  was  progrowth.  Nobody  said  it  slowed  the  economy. 

By  setting  the  example  of  laying  aside  the  discipline  in  the  only 
years  when  it  matters,  you  are  proceeding  with  a  tradition  of  rais- 
ing taxes  the  first  year,  raising  spending  the  first  year,  and  then 
not  maintaining  the  discipline  to  cut  spending  in  the  out  years. 

Those  things  deeply  concern  me,  and  I  have  run  out  of  time.  I 
apologize  to  you,  but  I  felt  it  was  too  important  to  make  my  points. 

Chairman  ROSTENKOWSKI.  Mr.  Hoagland. 

Mr.  Hoagland.  Let  me  say.  Dr.  Tyson,  I  want  to  commend  you 
for  your  work.  I  strongly  support  your  goal  of  reducing  the  deficit 
to  2.7  percent  of  GDP  by  1997.  I  think  that  your  team  has  shown 
a  great  deal  of  courage  and  leadership  in  putting  this  whole  pack- 
age together.  I  tend  to  support  the  program. 

I  would  like  to  see  some  changes  in  it,  and  would  like  to  talk  to 
you  about  a  couple  of  those,  if  I  might,  understanding  that  these 
are  intended  to  improve  it  and  to  help  our  ultimate  goal  of  deficit 
reduction. 

I  am  just  back  from  a  townhall  meeting  in  Omaha  on  Sunday, 
and  people  back  there  clearly  want  us  to  take  advantage  of  this 
moment  in  history  and  get  just  as  much  deficit  reduction  as  we 
can.  And  I  guess  one  message  I  would  like  to  see  you  take  back 
to  your  team  is  that  if  there  are  some  additional  savings  that  we 
can  recover  in  the  stimulus  package — Mr.  Cardin  asked  you  a  num- 
ber of  requests  about  the  stimulus  package — if  in  fact  the  figures 
are  too  small  to  really  have  that  much  of  an  effect  on  a  $5  trillion 
economy  plus  I  think  it  would  be  helpful  to  us  if  we  could  cut  back 
on  that  spending. 

In  terms  of  the  investment  package,  I  think  any  of  those  figures 
that  could  be  postponed  to  realize  just  as  much  deficit  reduction  as 
we  can  would  be  very  helpful.  I  think  remembering  the  arguments 
that  we  all  believe  in,  and  that  is  the  more  legitimate  deficit  reduc- 
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tion  we  can  show,  the  better  the  effects  on  interest  rates  and  the 
better  the  health  of  the  economy  is  going  to  be  as  a  result  of  that. 

But  I  wanted  to  ask  you  specifically  about  the  incremental  in- 
vestment tax  credit,  the  temporary  one.  My  Omaha  businesses  are 
telling  me — these  are  some  large  corporations — are  telling  me  they 
would  be  happy  to  take  the  incentives,  but  realistically  it  is  not 
going  to  affect  any  decisions  they  will  make.  And  my  thought  is 
that  if  the  price  tag  is  $9  to  $12  billion,  and  it  seems  to  be  some- 
thing in  that  range,  if  that  doesn't  mean  that  the  administration 
shouldn't  bear  really  a  heavy  burden  of  proof  to  show  us  a  wise  ex- 
penditure of  funds  given  the  amount,  if  maybe  you  could  present 
us  in  time — we  are  having  a  weekend  of  seminars.  Maybe  your 
staff  could  present  us  with  whatever  proof  or  evidence  you  have 
that  that  is  really  going  to  stimulate  the  economy. 

I  mean,  clearly  some  of  that  $9  to  $12  billion  is  going  to  be  wind- 
fall. My  Omaha  businesses  are  telling  me  they  won't  make  any  de- 
cisions based  on  that  because  they  will  invest  in  plant  and  equip- 
ment when  economic  conditions  dictate.  So  clearly  some  of  that  is 
going  to  be  windfall. 

It  would  be  interesting  to  get  your  view  on  what  percent  is  wind- 
fall and  what  percent  will  stimulate  investment,  and  the  amount 
of  investment  it  will  stimulate,  so  we  can  see  if  the  expenditure  of 
$9  to  $12  billion  is  going  to  effect  anywhere  near  enough  productiv- 
ity on  the  private  side  to  make  it  worth  it. 

If  we  compare  it  with  a  capital  gains  exclusion — I  have  been  a 
proponent  of  the  capital  gains  small  business  directed  investments 
for  a  long  time,  but  the  Treasury  figures  show  that  will  cost  us 
$460  billion  over  5  years.  So  I  think  there  the  figures  are  manage- 
able, so  it  is  worth  experimenting. 

You  know,  we  did  repeal  the  investment  tax  credit  in  1986,  when 
Chairman  Rostenkowski  worked  so  hard  to  simplify  the  code.  I 
know  there  were  reasons  for  that  repeal.  I  know  GAO  doesn't  seem 
to  speak  very  favorably  of  it. 

I  would  just  be  curious  to  know  how  you  would  justify  that  pro- 
gram and  whether  you  are  convinced  and  your  team  is  convinced 
we  wouldn't  do  better  just  to  apply  that  $9  to  $12  billion  to  the  def- 
icit and  then  realize  the  long-term  benefits  of  that. 

Ms.  Tyson.  We  can  easily  provide  you  some  numbers.  If  you  use 
a  range  of  models,  macromodels  of  the  U.S.  economy  and  you  put 
in  a  tax  credit  of  this  sort,  you  do  get  a  substantial  boost  in  invest- 
ment. But  I  don't  have  the  numbers  with  me,  but  I  would  be  happy 
to  share  them  with  you  and  anybody  else. 

We  have  looked  at  that,  and  of  the  things  in  the  stimulus  list  of 
options  we  considered,  it  was  the  one  we  kept  because  when  you 
look  at  the  models  across  the  wide  range  of  models  that  differ  in 
terms  of  how  they  model  the  behavior  of  responses  to  the  economy, 
models  consistently  gave  a  real  hit  to  investment  from  this  kind  of 
approach.  So  we  were  convinced  that  this  as  opposed  to  other  ap- 
proaches would  make  sense  as  a  temporary  effort  to  move  the  in- 
vestment rate  up. 

On  the  small  business  capital  gains  tax  exclusion,  the  reason 
that  doesn't  cost  very  much  in  the  first  5  years  is  because  basically 
you  get  the  exemption  for  holding  something  more  than  5  years.  So 
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the  revenue  effects  of  that  are  after  the  5-year  period.  They  are  a 
very  small  beginning  cost  to  that. 

Mr.  HOAGLAND.  That  is  certainly  a  good  observation.  It  is  just  on 
this  side  of  the  table,  $9  to  $12  billion  is  so  much  money  as  we  try 
to  recover  it  from  existing  programs  or  we  try  to  generate  it 
through  revenue  increases,  and  again,  if  we  can  apply  that  straight 
to  the  deficit  instead,  it  might  end  up  having  the  same  effects  by 
lowering  center  rates. 

Ms.  Tyson.  It  is  interesting  to  note  interest  rates  have  come 
down  during  the  period  of  time  when  there  was  widespread  accept- 
ance among  private  forecasters  that  we  were  going  to  have  the 
stimulus,  that  in  fact  when  the  stimulus  estimate  went  from  ap- 
proximately $20  billion  to  approximately  $30  billion,  the  bond  mar- 
ket rate  kept  coming  down. 

That  is  because  I  think  what  traders  were  doing  was  saying,  they 
are  going  to  do  something  small  up  front  but  they  have  got  such 
a  big  package  of  deficit  reduction  in  the  future  that  is  credible,  that 
we  can  relax  about  those  long-term  rates. 

So  I  think  that  it  is  important  to  note  that  the  bond  market  it- 
self, the  capital  market  itself  assumes  that  that  stimulus  is  going 
to  occur,  and  nonetheless  we  witness  100  basis  point  decline  in  the 
interest  rate.  I  think  that  is  an  accomplishment. 

Mr.  HOAGLAND.  Thank  you,  Mr.  Chairman. 

Chairman  Rostenkowski.  Mr.  Rangel. 

Mr.  Rangel.  Thank  you,  Mr.  Chairman. 

Welcome,  Dr.  Tyson.  You  are  the  only  person  I  have  heard  that 
can  make  economic  forecasts  sound  so  exciting.  I  will  be  supporting 
the  package,  and  I  am  only  going  to  ask  of  you  as  to  whether  or 
not  you  can  see  your  way  clear  to  having  your  office  try  to  give  us 
an  estimate  as  to  what  is  the  cost  of  crime  and  drug  abuse  as  re- 
lates to  the  social  cost  of  the  criminal  justice  system,  lost  revenue 
and  lost  productivity. 

The  reason  I  ask  that  is  that  it  took  a  long  time  to  get  the  last 
administration  to  produce  some  figures,  and  when  they  did,  the 
President's  economic  advisers  and  0MB  and  Treasury  said  that  a 
low  conservative  estimate  was  $300  billion  a  year. 

And  I  would  say  to  each  economist  after  that,  if  this  is  how  we 
go  into  the  arena  to  become  more  competitive,  why  is  it  that  this 
is  so  ignored?  Why  are  we  willing  just  to  accept  the  fact  that  we 
can  spend  $20  billion  to  incarcerate  people  and  get  absolutely  noth- 
ing out  of  it?  Why  do  we  accept  the  fact  that  babies  born  addicted 
to  drugs  will  cost  us  $5,000  a  day,  and  that  it  keeps  on  "keeping 


on 


"? 


And  it  just  seemed  to  me  that  somewhere  along  the  line,  if  you 
see  this  economic  hemorrhage,  and  we  are  talking  about  making 
America  productive,  that  whether  you  are  talking  about  10  or 
whether  you  are  talking  about  100  enterprise  zones,  you  are  not 
really  addressing  the  problem.  And  I  have  not  heard  the  President 
address  it  in  the  inaugural  address,  or  his  address  to  the  Congress. 

I  would  just  ask  you,  when  you  talk  with  your  fellow  economists, 
do  you  see  the  hemorrhage  that  is  costing  us  as  a  budget  item  that 
we  would  have  to  deal  with,  at  least  to  acknowledge  it  is  there  and 
see  that  we  have  to  do  something  about  it? 
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Ms.  Tyson.  I  would  say  that  I  think  this  package  does  reflect 
some  of  those  concerns  in  the  sense  that  we  define,  and  I  assume 
I  know  we  will  be  criticized,  certain  kinds  of  programs  as  invest- 
ments for  precisely  the  reasons  you  are  suggesting. 

We  have  in  our  investment  package  drug  and  substance  abuse 
programs,  and  we  have  immunization  programs,  and  we  have  WIC 
programs,  and  we  have  crime  prevention  programs  and  parental 
counseling  programs.  And  those  are  in  there  because  we  believe  if 
you  invest  in  those  kinds  of  activities,  that  you  will  actually  im- 
prove the  longrun  returns  to  society. 

Mr.  Rangel.  Let  me  applaud  you  for  those  efforts. 

When  people  talk  about  the  investment  tax  credit,  you  bet  your 
life,  you  are  investing  in  human  life,  and  therefore  it  is  going  to 
make  them  more  productive.  But  when  you  look  at  where  these 
hemorrhages  really  are,  the  question  is  whether  you  are  willing  to 
target  these  areas  and  make  an  investment  in  these  areas,  because 
it  doesn't  necessarily  follow  that  these  broad  national  programs 
would  be  able  to  go  after  those  communities,  especially  those  in  the 
inner  cities,  that  have  these  unique  type  of  problems  that  would 
fester  unless  they  are  given  special  attention. 

I  mean,  if  you  find  three  out  of  four  kids  in  the  community  ended 
up  in  jail,  the  Head  Start  is  a  long-range  program  to  prevent  it, 
and  God  bless  those  who  thought  to  make  certain  it  is  there.  But 
if  you  are  saying  we  have  got  a  stimulus  package,  we  have  got  to 
create  some  jobs,  and  they  are  coming  through  your  community, 
the  question  has  to  be,  will  communities  such  as  mine,  with  un- 
trained people  that  have  dropped  out  of  school,  that  are  hopelessly 
unemployed,  and  many  unemployable,  would  they  really  think  you 
are  talking  about  them  when  you  are  talking  about  creating  jobs? 

The  answer  has  to  be  no,  unless  we  are  prepared  to  go  in  there 
and  make  them  ready  and  to  give  them  hope  and  give  them  an  op- 
portunity to  participate.  We  just  can't  afford  to  write  them  off,  be- 
cause we  are  paying  for  them  every  day.  And  the  fact  that  they  are 
not  working  doesn't  mean  that  they  are  not  a  burden  on  us  eco- 
nomically, besides  the  social  pain. 

And  I  don't  see  that  in  our  documents.  If  you  could  do  the  study 
for  me  to  see  what  it  is  costing  us,  I  think  that  more  than  anything 
else  would  dramatize  how  important  it  is  going  to  be  for  us  to  ad- 
dress that  problem. 

Ms.  Tyson.  Let  me  just  say  one  other  thing.  I  think  that  many 
of  the  programs  discussed  in  the  national  document  could  help  the 
communities  that  you  are  talking  about,  and  indeed  we  hope  they 
do. 

We  also  are  putting  together  a  task  force  to  look  precisely  at  the 
problems  of  inner  cities,  and  the  issue  of  delivery  of  these  programs 
to  those  areas.  That  is,  maybe  they  are  the  right  programs,  but 
maybe  we  have  a  problem  between  the  programs  and  getting  them 
to  the  people  in  those  communities  who  could  most  benefit  from 
them. 

So  part  of  it  is  going  to  be  to  see  if  we  have  missed  problems. 
This  task  force  will  look  to  see  if  we  have  missed  problems,  and 
also  to  think  about  ways  of  linking  up  the  communities  with  the 
programs  more  effectively. 

Mr.  Rangel.  Who  would  head  up  the  task  force? 
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Ms.  Tyson.  I  don't  think  that  has  been  determined  yet,  but  there 
has  been  a  decision  to  put  such  a  task  force  together. 

Mr.  Rangel.  Can  I  depend  on  your  office  for  a  study  of 

Ms.  Tyson.  Yes,  we  can  talk  about  in  a  Httle  detail  exactly  what 
it  is 

Mr.  Rangel.  I  will  send  something  to  you  with  a  copy  of  what 
has  already  been  done. 

Ms.  Tyson.  With  the  estimate  of  the  last  administration. 

Mr.  Rangel.  And  how  they  got  it,  so  you  won't  have  to  start 
over. 

Thank  you,  Mr.  Chairman. 

Chairman  ROSTENKOWSKI.  Mr.  Camp. 

Mr.  Camp.  Thank  you,  Mr.  Chairman. 

Dr.  Tyson,  you  are  almost  through.  My  question  is  this.  The  Btu 
tax,  as  you  testified,  was  not  implemented  simply  to  put  more 
money  in  Government's  hands,  but  would  also  discourage  the  use 
of  energy,  and  that  much  of  that  cost,  increased  cost  would  be 
passed  along  to  consumers  of  energy. 

Large  industries  may  or  may  not  be  able  to  pass  along  a  portion 
of  their  cost  to  the  customers.  I  listened  very  carefully  to  the  com- 
ments of  Mrs.  Johnson.  Given  the  vigorous  competition,  particu- 
larly in  the  international  field,  many  businesses  will  be  disadvan- 
taged. 

My  point  is  this.  The  impact  of  the  Btu  tax  will  be  borne  by  the 
small  business  community  and  the  family  farmers  in  this  country 
who  are  not  able  to  pass  along  any  increased  cost  to  their  consum- 
ers. They  are  at  the  margin  already.  My  question  is,  how  do  those 
people  survive? 

I  think  to  take  advantage  of  the  investment  tax  credit  or  other 
incentives  in  the  package,  you  have  got  to  have  the  money  to  do 
it,  and  taxes  like  the  Btu  tax  will  make  that  impossible. 

Ms.  Tyson.  First  let  me  try  again  to  point  out  that  this  tax  col- 
lects a  lot  of  revenue  over  a  4-year  period.  It  is  very  broadly  based. 
It  doesn't  fall  very  heavily  on  any  individual  agent.  We  are  talking 
about  a  3  to  8  percent  increase  in  the  price  of  various  energies. 
That  is  one  element  of  the  production  process. 

We  have  witnessed  the  100  basis  point  reduction  in  the  interest 
rate,  another  very  important  cost  of  production.  This  Btu  tax  by  it- 
self at  most  will  raise  the  overall  price  level  by  0.25  percentage 
points.  But  the  interest  rate  effect  on  industry  would  be  much  big- 
ger than  that. 

So  I  guess  fundamentally,  if  you  look  at  the  Btu  tax  in  isolation, 
it  is  not  a  very  big  tax.  And  furthermore  if  you  look  at  it  in  terms 
of  the  entire  package  of  what  else  it  does  for  the  business  sector 
of  this  economy,  I  think  on  net  this  is  a  positive  package  for  Amer- 
ican business. 

I  just  want  to  say  something  on  the  European  issue.  Europe  is 
considering  a  tax  exactly  like  this,  as  is  Japan.  But  even  if  they 
don't  go  ahead  with  them,  I  have  to  say  that,  again,  think  about 
why  we  are  introducing  this  tax.  The  Europeans  have  very  well-en- 
dowed civilian  technology  programs.  They  have  better  trained 
workers.  They  have  had  a  lower  cost  of  capital  than  American  com- 
panies for  a  long  period  of  time. 
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We  have  a  program  which  is  going  to  give  us  better  trained 
workers,  a  better  infrastructure  for  American  companies  to  work 
with,  and  more  support  for  their  technology,  lower  interest  rate 
costs,  and  slightly  higher  energy  costs.  The  net  effect  is  going  to 
be  to  improve  the  competitiveness  of  American  business,  not  to  re- 
duce it. 

Mr.  Camp.  We  are  just  getting  some  of  the  studies  back,  and  I 
just  submit  that  some  say  that  an  average  corn  farmer  in  the  Mid- 
west would  pay  at  least  $600  a  year  in  energy  taxes  as  a  result  of 
the  Btu  tax  alone,  and  that  is  not  an  insignificant  amount  of 
money. 

But  I  have  another  area  I  would  like  to  ask  you  about.  The 
Chairman  also  mentioned  this.  The  tax  changes  that  are  being  pro- 
posed will  increase  the  complexity  of  the  tax  system  and  I  think 
make  it  more  unstable  and  more  unpredictable  and  more  difficult 
for  business  to  plan. 

Was  there  any  consideration  to  the  reduction  in  Government  reg- 
ulation to  make  it  easier  for  employers  to  do  business  in  this  pro- 
posal? 

Ms.  Tyson.  This  is  a  proposal  that  was  directed  at  the  budget 
and  at  spending  and  revenues  dealing  with  the  budget.  We  will  be 
looking  on  a  continuous  basis  throughout  the  administration  on 
regulatory  burden  issues. 

The  President  is  going  to  be  making  some  sort  of  announcement 
on  the  credit  issue  in  the  next  few  days  which  will  deal,  I  believe, 
with  regulatory  burden  issues.  We  are  going  to  be  looking  at  regu- 
latory burden  issues  in  terms  of  a  wider  range  of  issues  in  the 
United  States:  communication  policy,  telecommunications  policy, 
health  policy,  environmental  policy.  So  I  think  that  this  was  not  an 
issue  that  we  directly  addressed  in  the  budget  package,  because  it 
is  hard  to  put  a  particular  number  with  a  particular  regulatory 
change.  But  this  President,  as  a  former  Governor  of  a  State,  was 
very  concerned  about  the  issue  of  regulation  and  its  effect  on  the 
competitiveness  of  the  State.  He  is  very  concerned  about  that  at 
the  national  level.  So  we  will  be  working  with  all  of  you  on  a  wide 
range  of  regulatory  issues. 

Mr.  Camp.  Thank  you. 

Thank  you,  Mr.  Chairman. 

Chairman  ROSTENKOWSKI.  Would  any  Member  like  to  further 
question  Dr.  Tyson? 

Doctor,  let  me  just  say  it  has  been  a  pleasure  having  you.  This, 
I  think,  is  your  first  time  testifying  before  the  Committee  on  Ways 
and  Means. 

Ms.  Tyson.  Indeed. 

Chairman  Rostenkowski.  I  believe  you  will  find  that  in  most  in- 
stances, we  like  to  cooperate  with  the  administration. 

Your  view  of  the  world  is  a  lot  more  optimistic  than  some  of  us 
who  have  been  here  for  a  little  while.  I  think  that  Rostenkowski, 
as  chairman,  is  going  to  swallow  very  hard,  particularly  because  I 
see  that  the  Tax  Code,  which  we  have  tried  consistently  in  this 
committee  to  simplify,  is  going  to  start  getting  all  mucked  up 
again. 

But  then  again,  we  have  a  new  leader  in  the  White  House.  It  is 
a  change.  I  hope  that  gridlock  is  gone  or  it  is  very  sick  and  will 
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be  gone  in  a  little  while,  and  that  we  can  work  out  of  our  economic 
dilemma  and  do  all  the  things  that  you  in  your  very  enthusiastic 
style  talk  about  curing. 

So  I  think  that  we  are  going  to  make  some  suggestions.  I  hope 
they  don't  fall  on  deaf  ears.  I  am  not  talking  about  revamping  the 
package.  I  am  talking  about  doing  some  things  that  we  as  legisla- 
tors recognize  can  be  a  problem  on  the  Floor  of  the  House  of  Rep- 
resentatives, and  I  am  sure  the  administration  will  be  very  recep- 
tive to  those  things. 

There  is  no  way  in  the  world  we  will  do  anything  that  is  going 
to  destroy  the  momentum,  the  feeling  among  the  American  people 
that  Congress  is  going  to  try  to  cooperate  with  this  administration. 

I  think  that  we  have  a  very,  I  hope,  short  experience  in  getting 
this  done,  but  it  won't  be  easy,  I  guarantee  you.  It  won't  be  easy 
because,  as  chairman  of  this  committee  for  at  least  the  past  12 
years,  I  have  never  come  across  a  tax  that  everybody  enjoys. 

So  we  will  be  working  with  you  and  with  the  administration,  and 
I  hope  that  at  the  end  of  this  journey,  that  we  will  come  up  with 
a  package  that  we  can  pass  on  the  Floor  of  the  House  of  Represent- 
atives, and  better  yet,  pass  in  the  Senate. 

Thank  you  very  much. 

The  committee  stands  adjourned. 

Ms.  Tyson.  Thank  you  very  much. 

[Whereupon,  at  4:35  p.m.,  the  committee  was  adjourned.] 

[Mr.  Brewster  submitted  the  following  questions  for  response  by 
Ms.  Tyson:] 
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COMORBSSNAM  BILL  K.  BRBW8TBR 

QUESTIONS  FOR  LAORA  D* ANDREA  TYSON 

CHAIR,  COUNCIL  OF  ECONOMIC  ADVISORS 

COMNITTBB  ON  WAYS  AND  MEAN 

MARCH  9,  19993 

There  have  been  some  concerns  expressed  in  this  Committee 
questioning  the  value  of  the  incremental  investment  tax  credit. 
I  certainly  want  to  encourage  business  to  expand  and  fuel 
economic  growth.   Many  small  businesses  in  Oklahoma  are  planning 
to  take  advantage  of  the  tax  credit.   However,  I  have  also  heard 
from  larger  operations  that  the  incremental,  targeted  nature  of 
the  ITC  will  be  difficult  to  administer,  difficult  to  qualify 
for,  and  will  not  stimulate  new  investment.   Further,  businesses 
that  have  invested  large  amounts  of  capital  during  the  last  few 
years  will  now  compete  with  businesses  that  did  not  upgrade 
equipment  until  they  received  a  tax  subsidy. 

1)  Did  the  Administration  consider  rewarding  patient  capital  by 
providing  capital  gains  relief?   If  we  combined  the 
expenditures  for  the  targeted  ITC  and  the  targeted  capital 
gains  exclusion  for  small,  stock  company  start-ups,  could  we 
develop  a  capital  gains  reduction  that  would  reward  long- 
term  investment  without  requiring  the  government  to  choose 
winners  and  losers  through  the  tax  code. 

2)  In  addition  to  the  concerns  regarding  the  complexity  of  the 
the  ITC,  some  of  my  constituents  have  expressed  concerns 
that  the  ITC  encourages  purchases  of  equipment  that  will  not 
necessarily  increase  employment,  in  fact  it  might  encourage 
investment  in  automation  that  might  lead  to  less  employment. 
In  developing  the  ITC,  did  the  Administration  consider  these 
factors  and  how  should  I  respond  to  my  constituents 
concerns? 


68-793  0-93-5 


THE  CHAIRMAN 
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EXECUTIVE  OFFICE  OF  THE  PRESIDENT 

COUNCIL  OF  ECONOMIC  ADVISERS 

WASHINGTON,  DC  20500 


March  25,  1993 


Dear  Congressman  Brewster: 

I  wanted  to  respond  to  your  written  inquiries  about  the 
investment  tax  credit  and  capital  gains  provisions  in  the 
President's  Budget. 

The  Council  of  Economic  Advisers  believes  the  investment  tax 
credit  is  an  important  part  of  the  short-term  stimulus  package 
and  the  long-term  effort  to  increase  the  productivity  of  the 
U.  S.  economy. 

For  businesses  with  less  than  $5  million  in  receipts  the 
Administration  proposes  a  permanent  investment  tax  credit.   The 
investment  tax  credit  rate  is  7  percent  for  investment  made 
between  December  3,  1992  and  December  31,  1994.   Beginning  in 
January  1995  and  permanently  thereafter,  the  credit  rate  would  be 
set  at  5  percent.   During  both  periods,  shorter-lived  equipment 
will  qualify  for  a  reduced  rate  of  credit,  similar  to  the 
reductions  under  prior  law.  The  investment  tax  credit  will 
reduce  the  cost  of  investment  in  all  new  equipment  for  these 
businesses.   Approximately  95  percent  of  all  corporations  and 
nearly  all  unincorporated  businesses  have  receipts  under  $5 
million  and  thus  will  be  eligible  for  the  permanent  investment 
tax  credit. 

For  larger  businesses  the  Administration  proposes  a 
temporary  incremental  investment  tax  credit.   Rewarding  only 
incremental  investment  is  a  new  feature  of  this  investment  tax 
credit,  although  a  similar  approach  has  existed  for  more  than  a 
decade  in  the  Research  and  Experimentation  tax  credit.   The 
Research  and  Experimentation  credit  and  the  proposed  incremental 
investment  tax  credit  provide  incentives  for  investments  that 
might  not  otherwise  be  undertaken  and  thus  induce  more  investment 
per  dollar  of  revenue  loss.   Incremental  investment  is  measured 
relative  to  a  fixed  base.   The  base  is  determined  by  indexing 
average  historic  investment  for  growth  in  the  gross  domestic 
product  and  applying  a  percentage — 70  percent  in  1993  and  80 
percent  in  1994.   All  equipment  investment  in  excess  of  this 
amount  will  qualify  for  a  7  percent  tax  credit  in  1993  and  1994. 
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In  measuring  average  historic  investment,  a  firm  may  either 
measure  investment  over  the  3-year  period  1989  through  1991  or 
the  5-year  period  1987-1991.   This  flexibility  was  given 
precisely  to  mitigate  one  of  your  concerns:  the  possibility  that 
large  investments  undertaken  in  a  single  past  year  would  create 
an  unreasonably  high  base  against  which  to  judge  incremental 
investments . 

The  Council  of  Economic  Advisers  believes  the  efficiency 
gained  by  targeting  the  credit  to  investment  that  might  not 
otherwise  occur  is  worth  the  minimal  extra  effort  required  to 
administer  the  incremental  credit.   Recall  that  only  the  largest 
5  percent  of  corporations  in  the  nation  are  eligible  for  this 
incremental  credit.   For  these  taxpayers,  the  computations  needed 
to  claim  the  credit  are  relatively  straightforward. 

Together,  the  permanent  small  business  investment  tax  credit 
and  the  temporary  incremental  investment  tax  credit  are  estimated 
by  the  Council  of  Economic  Advisers  to  increase  employment  by 
more  than  160,000  jobs  by  the  end  of  1994.   In  the  short-term, 
jobs  are  created  by  both  the  increased  demand  to  produce  new 
equipment  and  the  increased  employment  created  by  the  expansion 
of  businesses  using  the  equipment.   Your  concern  that  there  could 
be  some  future  job  loss  from  increased  automation  is  well- 
founded.   Increasingly,  however,  the  risk  of  job  losses  from 
foreign  competition  requires  that  our  domestic  employers 
undertake  investment  that  can  enhance  productivity.   Increased 
use  of  capital  will  allow  our  relatively  higher  paid  workforce  to 
compete  internationally  without  sacrificing  wages. 

The  Administration  proposal  also  provides  a  special  small 
business  capital  gains  provision.   Under  the  proposal,  capital 
gains  of  small  businesses  held  over  5  years  will  be  eligible  for 
a  50  percent  exclusion.   This  provision,  as  well  as  the  overall 
deficit  reduction  provided  in  the  Administration's  proposal,  is 
expected  to  reduce  the  costs  businesses  confront  when  seeking 
capital  for  expansion.   The  Administration  believes  that  more 
general  additional  capital  gain  preferences  are  not  necessary. 
Under  the  Administration's  proposals,  no  capital  gains  will  be 
taxed  at  a  rate  higher  than  28  percent,  and  some  will  be  taxed  as 
little  as  14  percent.   Relative  to  the  higher  tax  rates  on  other 
forms  of  investment  income — the  3  6  percent  tax  bracket  and  the  10 
percent  surtax  on  income  in  excess  of  $250,000 — capital  gains 
income  is  thus  significantly  advantaged. 


Please  let  me  know  if  I  can  provide  further  information  on 
any  of  the  Administration's  proposals  or  any  particular  concerns 
you  may  have.   I  look  forward  to  working  with  you  on  these  tax 
proposals  this  year. 

Sincerely  yours 

J 
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Laura  D' Andrea  Tyson 


The  Honorable  Bill  K.  Brewster 
U.  S.  House  of  Representatives 
Washington,  D.  C.  20515 


PRESroENT  CLINTON'S  PROPOSALS  FOR  PUB- 
LIC INVESTMENT  AND  DEFICIT  REDUCTION 


WEDNESDAY,  MARCH  10,  1993 

House  of  Representatives, 
Committee  on  Ways  and  Means, 

Washington,  DC. 

The  committee  met,  pursuant  to  call,  at  10  a.m.,  in  room  1100, 
Longworth  House  Office  Building,  Hon.  Dan  Rostenkowski  (chair- 
man of  the  committee)  presiding. 

Chairman  ROSTENKOWSKI.  This  morning  the  committee  continues 
its  series  of  hearings  on  the  President's  economic  package  and  will 
receive  testimony  from  the  Honorable  Lloyd  Bentsen,  Secretary  of 
the  Treasury. 

Welcome,  Mr.  Secretary.  This  is  your  first  appearance  before  the 
Ways  and  Means  Committee  in  your  new  capacity  as  Treasury  Sec- 
retary. We  trust  that  it  will  be  the  first  of  many  visits,  and  we  look 
forward  to  working  with  you  as  we  together  advance  the  Presi- 
dent's economic  program. 

I  certainly  commend  the  work  that  has  been  done  so  far  on  the 
President's  legislative  package.  It  is  a  bold,  honest,  and  credible 
program.  I,  Mr.  Secretary,  will  try  my  best  to  move  it  through  this 
committee  and  through  the  House  Floor,  and  I  know  many  of  us 
share  the  hope  that  it  will  arrive  on  the  President's  desk  in  good 
form  and  on  time. 

The  revenue  title  of  this  package  has  much  to  commend  it.  For 
example,  expansion  of  the  earned  income  tax  credit  would  provide 
additional  needed  assistance  to  many  taxpayers.  The  proposed 
broad-based  energy  tax  would  achieve  significant  deficit  reduction. 

In  addition,  the  President's  revenue  plan  would  resolve  the  un- 
certainty relating  to  many  of  the  expired  tax  provisions.  Under  the 
revenue  proposals,  the  low-income  housing  credit,  the  targeted  jobs 
credit,  and  the  mortgage  revenue  bond  provisions,  among  others, 
would  be  extended  permanently. 

I  must  point  out,  however,  my  concerns  that  certain  elements  of 
the  revenue  plan  might  undermine  the  principles  that  guided  us  in 
formulating  the  Tax  Reform  Act  of  1986.  I  would  hope  that  we  can 
remember  some  of  the  hard  lessons  we  learned  during  tax  reform. 

One  of  the  most  important  features  of  the  President's  economic 
package  is  its  effort  to  reduce  the  deficit.  In  fact,  the  President's 
plan  shares  several  major  themes  with  the  challenge  that  I  pro- 
posed in  1990 — long-term  deficit  reduction  financed  by  a  mix  of 
spending  cuts  and  revenue  increases,  including  an  energy  consump- 
tion tax.  Now  there  is  a  new  challenge  to  show  the  American  peo- 
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pie  that  the  Congress  will  work  steadily  to  turn  the  President's 
program  into  reality. 

Mr.  Secretary,  this  committee  is  ready  to  work  with  you,  and  I 
am  looking  forward  to  great,  profitable  sessions  for  the  American 
people. 

I  will  yield  to  Mr.  Archer. 

Mr.  Archer.  Thank  you,  Mr.  Chairman. 

Mr.  Secretary  and  my  fellow  Texan,  it  is  a  pleasure  to  welcome 
you  before  the  Ways  and  Means  Committee  this  morning.  You  used 
to  be  one  of  my  constituents. 

While  it  is  your  first  appearance  as  Secretary  of  the  Treasury, 
you  are,  obviously,  no  stranger  to  this  room.  You  probably  have  a 
number  of  fond  memories  and  perhaps  some  that  aren't  quite  so 
fond  from  your  experiences  here. 

We  are  glad  to  have  you  with  us  today.  It  is  our  first  chance  to 
talk  with  you  about  the  President's  tax  proposals  and  probably  our 
last  chance  prior  to  markup. 

I  know  that  the  Members  on  our  side  of  the  aisle  are  going  to 
want  to  spend  our  limited  time  learning  more  about  the  specifics 
of  the  taxes  the  President  is  proposing.  While  you  and  your  staff 
have  done  an  awful  lot  of  work  helping  the  President  develop  his 
revenue  package,  I  understand  that  portions  of  it  still  are  not  com- 
pleted. The  summary  of  the  administration's  proposals  which  you 
provided  to  Congress  is  still  somewhat  short  on  detail,  so  we  wel- 
come this  opportunity  for  you  to  enlighten  us.  We  hope  that  the 
statutory  language  will  be  introduced  in  bill  form  just  as  soon  as 
possible  and  certainly  before  we  begin  markup  in  this  committee. 
I  look  forward  to  hearing  your  testimony. 

Chairman  ROSTENKOWSKI.  Thank  you,  Mr.  Archer. 

Lloyd,  on  a  personal  basis,  I  look  forward,  as  I  am  sure  my  staff 
and  my  membership  look  forward,  to  working  with  this  administra- 
tion. And,  having  been  with  you  as  a  colleague  in  the  Congress,  I 
know  that  the  future  is  going  to  be  bright  for  the  collegial,  real 
friendship  that  will  exist,  and  I  hope  that  at  the  end  of  our  deter- 
mination that  we  will  have  something  that  the  American  people 
will  accept. 

You  may  proceed,  Mr.  Secretary. 

STATEMENT  OF  HON.  LLOYD  BENTSEN,  SECRETARY,  U.S. 
DEPARTMENT  OF  THE  TREASURY 

Secretary  Benttsen.  Thank  you  very  much,  and.  Bill,  I  appreciate 
that. 

Mr.  Chairman,  I  guess  for  22  years  I  marveled  at  the  power  at 
the  other  end  of  Pennsylvania  Avenue,  and  for  the  last  2  months 
I  have  marveled  at  the  power  at  this  end  of  Pennsylvania  Avenue. 
Many  years  I  have  worked  with  this  committee — and  the  Budget 
Committee  is  moving  quickly,  and  I  am  delighted  with  that,  but  I 
know  when  it  comes  to  the  detail  that  much  of  the  heavy  lifting 
starts  right  here.  And  we  have  made  some  very  tough  choices  on 
the  part  of  the  administration,  and  we  are  asking  you  to  make 
some. 

I  think  this  is  really  a  turning  point  in  the  economic  history  of 
our  country.  We  have  got  a  plan  that  already  has  resulted  in  long- 
term  interest  rates  coming  down  very  substantially.  I  must  tell  you 
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that,  in  all  candor,  that  we  anticipated  it,  but  it  has  been  much 
more  than  we  had  expected,  and  we  are  fortunate  in  that  regard. 

Of  course,  I  know  there  are  going  to  be  some  fluctuations  in 
those  interest  rates.  We  can  expect  that.  But  there  has  already 
been  a  substantial  payoff.  We  are  saving  on  debt  service  costs. 
Americans  are  saving  money  on  their  mortgages.  Where  they  had 
perhaps  a  9  percent  mortgage,  they  are  now  saving  $50,  $60,  $70, 
$80  a  month  as  they  have  refinanced. 

We  are  seeing  our  businesses  able  to  borrow  money,  long-term 
money,  at  much  lower  interest  rates  and  being  much  more  competi- 
tive with  world  markets  than  we  have  been  in  the  past.  Our  invest- 
ment tax  credit  proposals  will  help  encourage  that  kind  of  expan- 
sion. 

I  am  also  gratified  at  the  strong  support  we  are  gaining  in  the 
Congress.  I  applaud  the  Budget  Committee  for  acting  with  such 
dispatch. 

And  I  must  tell  you  that  the  kind  of  reception  we  received  from 
overseas  was  quite  enthusiastic.  Eleven  days  ago  in  London  I  met 
with  one  of  the  toughest  audiences,  the  finance  members  from  the 
six  other  members  of  (j-7.  Those  are  countries  whose  financial 
markets  are  closely  connected  to  our  own,  whose  purchases  are  im- 
portant for  our  exporters,  and  working  together  should  help  us  ex- 
pand the  economy  around  the  world  and  open  up  additional  mar- 
kets for  us. 

The  support  I  saw  in  London  was  loud  and  strong.  Where  eco- 
nomic growth  is  concerned,  national  interests  and  international  im- 
peratives can  coincide.  Growth  is  what  this  American  economic 
plan  will  help  bring  about,  growth  in  jobs,  growth  in  investment, 
and  growth  in  productivity  and  incomes. 

For  the  United  States,  a  major  obstacle  to  growth  has  been  our 
budget  deficit,  and  it  is  the  seriousness  of  President  Clinton's  defi- 
cit reduction  package  that  has  triggered  much  of  that  support  and 
economic  optimism  both  here  and  abroad. 

I  would  like  to  discuss  that — the  deficit  reduction  package — with 
you,  first,  and  then  move  on  to  the  closely  related  subjects  of  our 
stimulus  and  investment  plans.  First,  reducing  that  deficit,  some- 
thing the  Chairman  spoke  to  just  a  moment  ago,  reduction  in  U.S. 
long-term  interest  rates,  economic  stability  and  long-term  growth 
productivity  and  income  growth  here  at  home. 

Our  trading  partners  have  long  urged  us  to  get  our  own  house 
in  order.  Anytime  we  would  start  telling  them  what  we  thought 
they  ought  to  do,  they  would  say,  go  take  care  of  your  problems  at 
home  first.  Do  something  about  your  deficit,  and  then  come  talk  to 
us  about  our  concerns.  We  have  addressed  that,  and  we  are  re- 
sponding to  that,  and  they  are  recognizing  that. 

That  deficit  affects  every  American,  every  day.  It  is  not  just  some 
abstract  concept  thought  about  by  economists.  It  means  higher  in- 
terest rate  pa5rments  on  mortgages,  on  credit  cards.  It  lowers  our 
investment  and  our  standard  of  living,  and  it  touches  every  one  of 
us. 

The  large  deficits  we  face  seriously  impede  investment.  When  the 
economy  is  fully  employed,  every  dollar  we  borrow  as  a  government 
to  finance  consumption  is  a  dollar  that  is  unavailable  to  the  private 
sector  to  finance  investment.  That  drain  on  our  savings  has  caused 
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our  rates  of  private  investment  to  fall  far  below  those  of  other 
major  competitors. 

And  you  can  see  that  one  in  the  first  chart.  As  you  look  at  that 
one  and  see  the  investment  as  compared  to  France,  Germany,  Italy, 
Japan  and  the  United  Kingdom,  we  are  below  every  one  of  them. 
The  closest  one  is  the  United  Kingdom  that  is  having  its  own  fi- 
nancial problems  at  the  present  time.  You  are  looking  at  invest- 
ment on  the  part  of  Japan,  approximately  twice  that  of  ours.  That 
is  the  sort  of  thing  that  we  want  to  turn  around  in  this  country 
if  we  can. 

The  willingness  of  foreign  investors  to  provide  funds  has  com- 
pensated for  much  of  the  depressed  level  of  savings  in  this  country 
that  reflects,  in  part,  our  budget  deficit.  But  this  means  that  we 
may  be  drawing  on  financial  resources  badly  needed  elsewhere  in 
the  world.  It  also  means  that  our  children  are  going  to  have  to 
repay  some  of  the  fruits  of  our  investments  to  lenders  in  Europe 
and  Japan  rather  than  keeping  them  here  at  home. 

Large  annual  deficits  also  produce  a  mountain  of  debt,  and  the 
interest  on  that  debt  accounts  for  an  ever-increasing  portion  of  the 
government's  budget.  These  increasing  payments  squeeze  out  im- 
portant government  spending,  and  with  this  mounting  interest  bur- 
den it  is  not  surprising  our  spending  on  public  infrastructure  is 
only  a  third  that  of  Japan's,  well  below  that  of  other  major  indus- 
trialized countries. 

And  you  can  see  that  problem  in  the  next  chart,  the  ratio  of  pub- 
lic investment  as  related  to  the  others.  At  1.7  percent,  ours  is  the 
lowest.  The  next  lowest  is  that  of  Canada  at  2.9,  and  Japan  is  at 
6.1.  We  have  to  reduce  the  Federal  deficit  to  lessen  the  govern- 
ment's drain  on  national  savings,  to  free  up  funds  for  investment, 
to  leave  room  in  the  budget  for  critical  domestic  programs,  to  re- 
store our  leadership  in  the  world  economy,  and  to  make  our  Nation 
less  dependent  on  the  foreign  capital. 

President  Clinton's  deficit  reduction  plan  takes  a  bold  step  in 
bringing  that  deficit  under  control.  In  1997,  when  the  provisions 
are  fully  phased  in,  this  plan  will  reduce  the  annual  deficit  by  $140 
billion. 

Now,  I  know  that  we  are  getting  additional  steps  by  Members  of 
the  House  and  the  Senate  Budget  Committees  to  further  cut  spend- 
ing, to  increase  the  deficit  reduction  plan  that  that  will  produce, 
and  we  welcome  those  steps.  The  President  has  made  some  hard 
choices  on  spending,  and  he  made  sure  that  the  deficit  reduction 
plan  is  balanced. 

In  1997,  when  the  plan  is  fully  operational,  half  the  savings  will 
come  from  spending  cuts  and  half  from  revenues.  In  the  years  be- 
yond, the  proportion  of  spending  cuts  remains  at  least  that  high. 
Furthermore,  if  the  Congress  adopts  the  additional  spending  cuts 
that  have  been  suggested  by  Members,  I  anticipate  that  that  ratio 
will  be  higher  than  the  50  percent  that  we  have  been  talking  about. 

This  administration's  deficit  reduction  plan  differs  from  previous 
plans  in  a  number  of  respects,  and  that  one  I  can  speak  of  from 
experience.  I  know  what  it  is  like  to  receive  a  proposal  from  the 
executive  branch,  a  black  box,  and  then  telling  us  to  make  the  hard 
choices.  That  isn't  what  is  done  in  this  instance.  You  are  looking 
at  approximately  150  specific  cuts.  Furthermore,  those  savings  are 
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permanent.  They  are  not  temporary.  This  plan  is  not  based  on  a 
rosy  scenario  but  rather  works  off  the  more  conservative  economic 
forecasts  of  the  Congressional  Budget  Office. 

Let  me  give  you  just  a  few  details  of  the  plan. 

We  have  taken  the  first  steps  to  changing  our  economic  course 
within  the  Federal  Government  itself.  It  is  only  fair  that  if  we  ask 
America  to  contribute  that  we  in  government  make  our  contribu- 
tions first.  Through  1997,  we  are  going  to  cut  the  administrative 
costs  of  our  departments  and  agencies  by  14  percent,  and  we  are 
taking  our  share  of  those  cuts  in  the  Treasury. 

Major  cuts  will  be  made  in  domestic  non-defense  discretionary 
categories,  reducing  that  spending  by  $20  billion  in  1997.  And  we 
will  see  $37  billion  in  savings  with  prudent  reductions  in  defense 
expenditures.  The  fair  and  equitable  changes  we  propose  in  entitle- 
ment programs  will  save  $41  billion  a  year  by  1997. 

Now,  let  me  give  you  a  few  examples  of  the  entitlement  cuts  we 
are  talking  about. 

In  the  area  of  farm  subsidies,  I  understand  the  problems  that  our 
farmers  put  up  with  to  provide  us  with  the  best  agricultural  prod- 
ucts in  the  world — I  am  still  involved  in  farming  in  south  Texas — 
but  we  need  to  make  some  changes.  There  are  some  people  who 
farm  who  also  earn  more  than  $100,000  a  year  from  activities  that 
have  nothing  to  do  with  feeding  or  clothing  Americans.  That 
$100,000  is  a  good  income,  anyplace  in  America.  We  will  end  agri- 
cultural price  supports  to  these  individuals.  It  is  only  fair  that  sub- 
sidies end  for  those  who  do  not  need  them. 

Our  plan  also  will  make  prudent  cuts  in  the  medicare  provider 
payments  without — and  let  me  repeat  that — without  reducing  the 
care  available  to  medical  beneficiaries.  Our  plan  does  not  raise  pre- 
miums and,  hopefully,  it  may  reduce  out-of-pocket  costs  for  medi- 
care beneficiaries. 

The  largest  and  most  sensitive  of  all,  of  course,  is  social  security. 
We  propose  no  change  in  social  security  benefits  or  the  cost-of-liv- 
ing increases.  But  for  upper-income  recipients,  the  plan  increases 
the  percentage  of  their  social  security  benefits  subject  to  tax  from 
50  percent  to  85  percent.  Now,  that  brings  their  taxes  more  in  line 
with  the  treatment  of  other  pension  benefits.  Revenues  from  this 
proposal  go  into  the  medicare  trust  fund,  a  trust  fund  that  is  ex- 
pected to  be  in  real  trouble  by  the  year  2002  unless  we  do  some- 
thing to  bolster  it. 

Now,  let  me  turn  to  the  revenue  side  of  the  deficit  reduction 
package.  Here  the  President's  plan  moves  to  bring  about  more  eq- 
uity in  taxes.  Throughout  the  1980s,  our  most  wealthy  citizens  ben- 
efited disproportionately  in  relation  to  middle-income  working  fam- 
ilies. Now,  as  this  chart  shows,  the  wealthiest  one  percent  over 
here  on  the  right  had  an  increase  in  their  income  of  almost  50  per- 
cent while  their  taxes  went  down  approximately  25  percent.  The 
President's  plan  reverses  that  pattern. 

The  revenue  changes  we  propose  restore  greater  progressivity  to 
the  individual  income  tax  system.  Families  with  about  $180,000  in 
adjusted  gross  income  will  have  their  rate  increased  from  31  per- 
cent to  36  percent.  Furthermore,  a  10  percent  surtax  is  levied  on 
those  with  taxable  incomes  of  $250,000  or  more.  Those  changes  will 
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affect  only  the  wealthiest  1.2  percent  of  American  taxpayers.  Those 
rate  changes  won't  touch  middle  income  families  at  all. 

Higher-income  workers  will  also  be  required  to  increase  their 
payments  under  the  medicare  tax.  The  proposal  eliminates  the  cur- 
rent cap  of  $135,000  on  earnings  subject  to  the  hospital  insurance 
portion  of  the  payroll  tax,  and  the  revenues  from  that  proposal  will 
go  to  the  health  medicare  trust  fund,  further  extending  its  period 
of  solvency. 

In  addition,  we  are  asking  corporations  to  contribute  their  fair 
share.  Forty  years  ago,  approximately  one-quarter  of  government 
revenue  came  from  the  corporate  tax.  Now  it  is  just  about  9  per- 
cent. We  propose  raising  the  top  rate  from  34  percent  to  36  percent 
for  corporations  with  incomes  over  $10  million.  That  change  will  af- 
fect approximately  2,700  corporations  out  of  2.2  million. 

Now,  in  dealing  with  corporate  tax  provisions,  our  plan  also  rec- 
ognizes there  are  some  deductions  such  as  business  meals,  enter- 
tainment and  club  dues  that  should  be  reduced  or  eliminated. 

We  also  make  certain  that  foreign  businesses  pay  the  taxes  they 
owe  in  the  United  States,  and,  to  do  this,  the  package  has  a  series 
of  international  compliance  reforms.  The  principal  provision  would 
require  multinational  enterprises  to  establish  their  transfer  pricing 
methodology  before  they  file  their  tax  returns. 

Now,  to  ensure  that  we  get  the  most  revenue  possible  from  exist- 
ing taxes,  the  package  also  includes  a  series  of  domestic  compliance 
measures.  The  tax  gap — the  difference  between  what  people  owe  in 
taxes  and  what  is  actually  paid — is  a  persistently  large  number. 
Much  of  that  is  because  of  unreported  income,  often  by  business. 
The  package  has  several  provisions,  one  that  raises  over  $2  billion 
in  1997,  to  help  us  get  at  this  problem. 

And,  finally,  the  plan  also  provides  a  broad-based  energy  tax. 
That  proposal  has  three  important  goals — improving  our  environ- 
ment by  effectively  taxing  pollution,  reducing  dependence  on  for- 
eign oil,  and  cutting  the  deficit. 

Now,  the  President  carefully  thought  about  how  this  energy  tax 
will  affect  Americans.  Our  objective  was  to  be  as  regionally  neutral 
as  we  could.  We  chose  a  Btu  tax  rather  than  going  after  any  spe- 
cific fuel  like  imported  oil  or  gasoline  or  coal.  We  will  apply  this 
tax  to  fossil  fuels,  coal,  oil,  and  natural  gas,  and  we  will  work  with 
you  for  a  system  to  collect  it  effectively  and  efficiently.  And  there 
we  really  want  your  input. 

Along  with  our  energy  tax,  we  propose  extending  the  2.5-cents- 
per-gallon  tax  on  motor  fuel  which  was  set  to  expire  in  1995.  That 
money  will  go  toward  replenishing  the  highway  trust  fund  for  in- 
vesting in  our  public  infrastructure. 

In  this  country,  we  have  relied  on  cheap  energy  for  years.  Even 
with  our  energy  tax,  our  rates  will  be  far  below  the  tax  rates 
charged  by  many  of  our  G-7  partners.  For  example,  even  with  the 
new  taxes,  the  price  of  a  gallon  of  gasoline  in  the  United  States 
will  be  roughly  $1.20.  In  France  and  Germany  that  gallon  of  gaso- 
line costs  nearly  $4. 

The  President  has  been  very  concerned  about  how  the  energy  tax 
will  affect  American  families.  With  the  Earned  Income  Tax  Credit 
and  with  changes  to  the  Food  Stamp  and  the  Low  Income  Home 
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Energy  Assistance  Program,  families  with  incomes  of  $30,000  or 
less  pay  no,  or  virtually  no,  additional  tax  under  our  revenue  plan. 

In  fact,  if  you  look  at  the  next  chart,  you  will  see  that,  on  the 
average,  a  family  with  an  income  of  $40,000  a  year  will  pay  just 
$17  a  month  more  in  1997  when  it  is  fully  in  effect.  Let  me  remind 
you  that  the  lower  interest  rates  that  are  coming  about  will  save 
those  people  much  more  than  that  $17  a  month. 

While  raising  taxes  is  never  easy,  let  me  put  the  magnitude  of 
this  tax  increase  in  perspective.  I  think  this  is  important  for  us  all 
to  understand,  and  for  the  American  people  to  understand,  about 
just  what  the  tax  load  is  after  we  get  through  with  this  as  com- 
pared to  other  countries  around  the  world. 

This  chart  shows  the  total  tax  burden  in  the  United  States  com- 
pared to  other  industrialized  countries.  Remember,  the  figures  in- 
clude all  taxes  raised  by  all  levels  of  government.  You  can  see  that 
even  once  the  new  taxes  are  introduced,  our  total  tax  burden  is 
lower  than  that  of  other  industrialized  nations. 

Let  me  give  you  an  example  of  this.  Even  after  taking  account 
of  the  economic  package,  Mr.  Chairman,  you  are  going  to  show  us 
at  32.8  percent.  And  this  is  as  it  is  now.  And  if  you  can  see  that 
sliver  of  red  across  the  top,  that  is  the  new  tax.  After  that  is  all 
in,  here  we  have  France  at  46.5,  Germany  at  43.4,  Italy  at  42.1, 
Japan  at  34.6,  U.K.  40,  Canada  41.6.  Ours  is  the  lowest  by  a  sub- 
stantial margin. 

I  think  that  long-term  deficit  reduction  is  going  to  have  a  major 
impact  on  the  continued  health  of  our  country,  but  we  also  need  to 
take  immediate  action  to  create  jobs  and  to  stimulate  investment 
spending.  Thus,  we  are  proposing  a  modest  stimulus  for  the  imme- 
diate problems  facing  us,  and  an  investment  package  to  shift  Amer- 
ica's priorities  toward  the  future. 

February's  employment  results  were  better,  better  than  expected, 
and  we  sure  welcome  them.  But  nearly  nine  million  people  are  still 
unemployed,  and  a  record  number  of  people  have  been  out  of  work 
for  extended  periods  of  time.  In  California,  the  unemployment  rate 
is  10  percent.  Even  with  the  good  February  numbers,  job  growth 
in  this  recovery  is  meager  compared  to  the  comparable  stage  in 
previous  recoveries.  With  a  large  number  of  people  out  of  work,  and 
underutilized  factories,  we  are  operating  well  below  our  capacity. 
And  with  that  much  excess  capacity,  inflationary  pressures  are 
largely  absent.  Clearly,  there  is  both  the  need  and  the  opportunity 
to  achieve  higher  rates  of  real  growth. 

Roughly  half  the  money  in  the  stimulus  package  goes  for  tax  in- 
centives to  stimulate  private  sector  investment.  Specifically,  the 
plan  includes  a  temporary  7  percent  incremental  investment  tax 
credit  which  goes  to  large  business,  and  a  permanent  investment 
tax  credit  phased  down  from  7  percent  to  5  percent  in  two  years 
on  investments  by  small  businesses.  Small  businesses  are  vital  to 
our  economy.  They  are  a  major  source  of  new  jobs. 

The  other  half  of  the  stimulus  accelerates  spending  for  programs 
that  serve  the  twin  objectives  of  enhancing  long-term  growth  and 
jump  starting  the  economy.  For  example,  it  increases  spending  for 
highways  and  mass  transit  systems,  and  it  invests  in  disadvan- 
taged youth  by  creating  roughly  700,000  jobs  this  summer. 
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On  an  annualized  basis,  it  will  create  about  half  a  million  jobs. 
It  takes  700,000  young  people  off  the  streets.  Americans  need  jobs. 
They  deserve  them. 

In  addition,  too  often  we  have  seen  businesses  which  create  jobs 
having  trouble  getting  the  credit  they  need  to  expand.  The  Treas- 
ury Department's  Comptroller  Greneral,  in  cooperation  with  the 
Federal  Reserve  and  the  FDIC,  is  working  to  alleviate  the  credit 
crunch  and  free  up  capital  for  small  and  medium-sized  businesses. 
The  President  will  be  having  something  to  say  this  afternoon  about 
our  steps  to  relieve  this  impediment  to  our  recovery. 

The  stimulus  package  and  our  efforts  to  alleviate  the  credit 
crunch  are  what  must  be  done  to  tackle  today's  challenge.  Yet  we 
all  know  that  is  only  half  the  battle. 

Our  investment  package  is  designed  to  reverse  the  Nation's  stag- 
nating productivity  and  wage  growth.  As  this  chart  shows,  the 
growth  in  output  per  worker  has  practically  ground  to  a  halt  over 
the  last  two  decades,  and  real  wages  have  hardly  budged  at  all.  As 
a  result,  average  Americans  have  seen  little  increase  in  their  living 
standards.  This  means  that  simply  recovering  from  this  recession 
is  not  good  enough.  We  not  only  need  to  create  more  jobs,  we  also 
need  better  jobs  with  higher  wages. 

There  is  little  doubt  that  underinvestment  in  private  business 
capital  and  public  infrastructure  and  in  the  skills  of  the  American 
work  force  has  contributed  to  slower  productivity  growth  and  better 
wages. 

As  I  said  before,  America  devotes  a  much  smaller  part  of  its 
gross  domestic  product  to  public  and  private  investment  than  any 
other  developed  country.  We  have  also  neglected  investment  in  our 
citizens.  For  example,  our  students  repeatedly  score  below  their 
counterparts  in  other  developed  countries  in  math  and  science 
tests. 

More  investment  is  critical  to  improving  productivity,  wages  and 
living  standards.  The  investment  package  contains  two  major  ef- 
forts to  improve  both  public  and  private  investment.  The  invest- 
ment package  will  start  shifting  the  composition  of  the  Federal 
budget  from  consumption  to  investment.  It  will  expand  America's 
capacity  to  produce  and  offer  better  opportunities  to  workers.  It 
will  bear  fruit  long  after  the  current  recovery  has  been  firmly  es- 
tablished. The  package  includes  both  tax  incentives  and  public  in- 
vestment expenditures. 

The  tax  side  of  the  investment  package  includes  two  important 
provisions  for  small  business  since  small  businesses  are  a  major 
source  of  new  jobs.  First,  small  business  will  continue  to  enjoy  the 
permanent  investment  tax  credit  that  is  introduced  in  the  stimulus 
package.  Second,  we  propose  that  investors  in  small  corporations 
be  able  to  exclude  50  percent  of  the  gain  in  stocks  held  more  than 
five  years.  This  exclusion  is  carefully  targeted  to  small  growth  com- 
panies and  to  avoid  abuse. 

As  was  cited  by  the  Chairman  a  moment  ago,  with  respect  to  the 
tax  shelter  concern — we  are  not  trying  to  build  up  a  bunch  of  tax 
loopholes  or  shelters  in  the  process.  Both  small  and  large  capital- 
intensive  corporations  paying  the  minimum  tax  will  benefit  from 
the  simplified  and  enhanced  depreciation  provisions  included  in  the 
stimulus  package.  This  proposal  substantially  enhances  the  invest- 
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ment  incentives  for  these  taxpayers  by  using  the  shorter  regular 
tax  depreciable  lives  for  the  minimum  tax  as  well  as  the  regular 
tax  purposes.  This  proposal  builds  on  important  work  done  in  this 
area  by  this  committee  under  the  leadership  of  Chairman  Rosten- 
kowski. 

In  addition,  the  tax  side  of  the  package  permanently  and  retro- 
actively reinstates  several  provisions  that  expired  last  June.  For 
example,  we  make  permanent  the  research  and  experimentation 
tax  credit  to  let  business  better  plan  future  research  investments. 
How  many  times  did  business  testify  before  you  in  Ways  and 
Means,  and  before  us  in  the  Finance  Committee,  saying  "just  give 
us  some  stability  on  research,  something  we  can  count  on?"  Here 
we  are  talking  about  making  it  permanent.  To  stimulate  invest- 
ment in  housing  for  low-income  families,  we  propose  a  permanent 
extension  of  both  the  low-income  housing  credit  and  the  mortgage 
revenue  bond  provisions. 

Since  investment  in  people  is  as  important  as  investment  in  ma- 
chines, the  targeted  jobs  tax  credit  is  made  permanent  and  ex- 
panded to  include  youth  apprenticeship  programs. 

I  can  recall  in  testimony  before  the  Finance  Committee  having 
industrialists  from  Germany  and  having  them  tell  me  one  of  those 
things  that  you  think  was  most  important  in  giving  you  a  competi- 
tive edge  over  your  international  competitors.  I  can  recall  one  of 
them  coming  on  very  strongly  to  talk  about  the  apprenticeship  pro- 
gram and  what  it  meant  to  keep  kids  from  dropping  out  of  high 
school,  some  that  weren't  going  to  go  to  college,  but  could  see  a 
meaningful  role  for  them  to  fill  and  a  way  to  earn  a  reasonable 
standard  of  living  and  to  get  expertise  in  a  job  that  made  that  a 
company  more  internationally  competitive. 

In  addition,  the  general  exclusion  for  employer-provided  edu- 
cational assistance  is  permanently  extended. 

This  part  of  the  program  also  authorizes  the  establishment  of  en- 
terprise zones.  We  are  still  refining  the  details  of  that  one,  but  the 
purpose  is  to  provide  incentives  to  hire  and  train  workers  and  to 
improve  the  physical  capital  of  some  of  our  Nation's  most  dis- 
tressed urban  and  rural  areas. 

These  tax  incentives  in  the  investment  package  for  the  private 
sector  are  then  reinforced  by  increased  public  investment  in  a  wide 
range  of  fiscal  capital  and  workers,  both  of  which  are  critical  for 
productivity  and  growth.  The  investments  reaffirm  the  investment 
themes  President  Clinton  articulated  during  the  campaign. 

Mr.  Chairman,  members  of  the  committee,  we  have  presented  de- 
tailed, enforceable,  credible  programs  which  we  think  will  strength- 
en our  economy  and  make  a  significant  impact  on  deficit  reduction. 
It  will  create  jobs,  will  make  and  encourage  investment  in  America 
and  in  Americans  that  will  produce  the  economic  growth  and  revi- 
talization  we  need  to  strengthen  our  position  of  world  leadership. 
It  allows  us  again  to  be  certain  we  can  pass  on  a  better  way  of  life 
to  our  children  and  to  our  grandchildren. 

Throughout  my  public  life  I  have  worked  with  many  of  you  in 
this  room  on  the  economic  concerns  of  our  country,  the  budget  defi- 
cit, trade  deficits,  the  growing  debt  and  the  other  issues  we  have 
faced.  Today,  I  think,  we  stand  at  a  crossroads.  Down  one  path  lies 
an  economy  with  restored  vitality,  an  economy  that  again  is  the 
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strong  vibrant  force  that  made  us  a  world  leader.  Down  the  other 
path  is  a  status  quo,  delay,  divisiveness  and  a  price  in  economic 
pain  that  grows  tougher  the  longer  we  wait  to  act. 

This  committee  will  play  a  leadership  role  in  determining  which 
course.  You  can  be  assured  that  this  administration  will  work  coop- 
eratively with  you. 

Our  approach  is  not  one  of  confrontation.  There  is  nothing  to  be 
gained  that  way.  The  job  is  too  important.  It  took  difficult  decisions 
to  put  this  package  together.  It  will  take  equally  difficult  ones  for 
you  to  act.  Together  we  can  make  a  difference  about  our  future. 

Thank  you  very  much,  Mr.  Chairman. 

Chairman  Rostenkowski.  Thank  you,  Mr.  Secretary. 

[The  prepared  statement  and  attachments  follow:] 
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Embargoed  until  delivery 
Expected  about  10  a.m. 
March  10,  1993 

Testimony  of  Treasury  Secretary  Lloyd  Bentsen 
Before  the  House  Ways  &  Means  Committee 

Chairman  Rostenkowski ,  members  of  the  Committee: 

It's  a  pleasure  to  join  you  this  morning.   For  me  it's 
always  a  special  occasion  to  come  before  Chairman  Rostenkowski, 
with  whom  I  worked  so  closely  for  so  many  years  while  in 
Congress.   I  look  forward  to  a  continued  close  relationship  with 
all  of  you. 

I  have  the  greatest  respect  for  the  work  of  this  committee. 
It  is  here  that  much  of  the  heavy  lifting  in  our  government 
begins.   This  year  will  present  you  with  many  difficult 
challenges,  but  I  am  confident  that  you  will  meet  them. 

We  have  reached  a  turning  point  in  our  economic  history,  and 
we  cannot  step  back.   In  the  past  few  weeks  the  President  has 
detailed  a  comprehensive  plan  to  restore  American  economic  growth 
and  leadership.   It  needs  your  input  and  we  welcome  that.   I  am 
confident  that  you  will  find  that  time  invested  in  working  with 
this  Administration  will  produce  results  for  all  of  us  and  for 
the  nation. 

We  have  a  singular  opportunity  to  strengthen  our  economy, 
improve  our  standard  of  living,  and  revitalize  the  American  job- 
producing  machine. 

On  the  evening  of  February  17th,  President  Clinton  presented 
his  vision  and  plan  to  you,  and  to  the  millions  of  Americans 
watching  at  home.   The  reception  was  gratifying,  and  the  momentum 
has  continued  to  build. 

From  the  moment  we  began  talking  about  our  plan  we  expected 
that  long-terra  interest  rates  would  come  down.   In  all  candor, 
the  decline  has  been  beyond  our  expectations.   Although  there  may 
be  some  fluctuations,  there  already  has  been  a  pay-off.   We're 
saving  on  debt  service  costs.   Americans  are  saving  money  on 
their  home  mortgages  and  credit  cards.   Businesses  are  finding  it 
cheaper  to  finance  new  plants  and  equipment,  and  our  investment 
tax  credit  proposals  will  help  encourage  that  sort  of  expansion. 

I'm  also  gratified  at  the  strong  support  we  are  getting  in 
Congress,  and  I  applaud  the  Budget  Committees  for  acting  with 
such  dispatch  on  our  program.   In  addition,  the  response  from 
overseas  has  been  enthusiastic. 

Eleven  days  ago  in  London  I  met  with  one  of  the  toughest 
audiences:   the  representatives  of  the  six  major  industrialized 
nations  which,  together  with  the  United  States,  make  up  the  G-7 
group.   These  are  the  countries  whose  financial  markets  are 
closely  connected  to  our  own,  and  whose  purchases  are  important 
for  our  exporters.   Working  together  should  open  markets  and  lead 
to  the  type  of  sustained  growth  that  could  increase  demand  for 
American  goods  across  the  board. 

The  support  I  saw  in  London  for  this  program  was  clear  and 
strong.   Where  economic  growth  is  concerned,  national  interests 
and  international  imperatives  coincide.   And  growth  is  what  the 
Administration's  economic  plan  will  bring:   growth  in  jobs, 
growth  in  investment,  and  growth  in  productivity  and  incomes. 
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For  the  United  States,  a  major  obstacle  to  growth  has  been 
our  budget  deficit.   And  it  is  the  seriousness  of  President 
Clinton's  deficit  reduction  package  that  has  triggered  much  of 
the  support  and  economic  optimism  both  here  and  abroad.   I'd  like 
to  discuss  that  with  you  first  and  then  move  on  to  the  closely 
related  subjects  of  our  stimulus  and  investment  plans. 

I.   Reducing  the  Deficit 

Deficit  reduction  is  the  key  to  a  reduction  in  U.S.  long 
term  interest  rates,  economic  stability,  and  long-term 
productivity  and  income  growth  here  at  home.   Our  trading 
partners  have  long  urged  us  to  reduce  our  large  and  growing 
budget  deficits.   Now  we  offer  deeds,  not  just  words.   And  they 
can  count  on  an  investment-led  U.S.  recovery  to  offer  additional 
opportunities  for  their  exports. 

At  home,  the  deficit  affects  every  American,  every  day.   It 
is  not  some  abstract  concept  debated  by  economists.   It  means 
higher  interest  payments  on  mortgages  and  credit  cards.   It 
lowers  our  investment  and  our  standard  of  living.   It  touches  us 
all. 

The  large  deficits  we  face  seriously  impede  investment.  When 
the  economy  is  fully  employed,  every  dollar  we  borrow  as  a 
government  to  finance  consumption  is  a  dollar  that  is  unavailable 
to  the  private  sector  to  finance  investment.   This  drain  on  our 
saving  has  caused  our  rates  of  private  investment  to  fall  far 
below  those  of  our  major  trading  partners.   You  can  see  this  in 
the  first  chart. 

The  willingness  of  foreign  investors  to  provide  funds  has 
compensated  for  much  of  the  depressed  level  of  savings  in  this 
country  that  reflects,  in  part,  our  budget  deficit.   But  this 
means  that  we  may  be  drawing  on  financial  resources  badly  needed 
elsewhere  in  the  world.   It  also  means  that  our  children  are 
going  to  have  to  repay  some  of  the  fruits  of  our  investment  to 
lenders  in  Europe  and  Japan,  rather  than  keeping  them  at  home. 

Large  annual  deficits  also  produce  a  mountain  of  debt,  and 
the  interest  on  that  debt  accounts  for  an  ever  increasing  share 
of  the  government  budget.   These  increasing  interest  payments 
squeeze  out  important  government  spending.   With  this  mounting 
interest  burden,  it  is  not  surprising  that  our  spending  on  public 
infrastructure  is  only  a  third  that  of  Japan's  and  well  below 
that  of  other  major  industrialized  countries.   You  can  see  the 
problem  in  the  next  chart. 

We  must  reduce  the  federal  deficit  to  lessen  the 
government's  drain  on  national  saving,  to  free  up  funds  for 
investment,  to  leave  room  in  the  budget  for  critical  domestic 
programs,  to  restore  our  leadership  in  the  world  economy,  and  to 
make  our  nation  less  dependent  on  foreign  capital. 

President  Clinton's  deficit  reduction  plan  takes  a  bold  step 
in  bringing  the  deficit  under  control.   In  1997,  when  the 
provisions  are  fully  phased  in,  this  plan  will  reduce  the  annual 
deficit  by  $140  billion.   We  welcome  the  additional  steps  to  by 
members  of  the  House  and  Senate  Budget  Committees  to  further  cut 
spending  and  increase  the  deficit  reduction  that  the  plan  will 
produce. 

The  president  made  hard  choices  on  spending,  and  he  made 
sure  that  the  deficit  reduction  plan  is  balanced.   In  1997,  when 
the  plan  is  fully  operational,  half  the  savings  will  come  from 
spending  cuts  and  half  from  revenues.   In  the  years  beyond,  the 
proportion  of  spending  cuts  remains  at  least  that  high. 
Furthermore,  if  the  Congress  adopts  the  additional  spending  cuts 
that  have  been  suggested  by  members,  I  anticipate  this  ratio  will 
be  higher  than  50  percent  in  spending  cuts. 
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This  administration's  deficit  reduction  plan  differs  from 
previous  plans  in  a  number  of  respects  --  and  here  I  really  can 
speak  from  experience.   I  know  what  it's  like  to  receive  a 
proposal  from  the  Executive  Branch  that  promises  vague  cuts  and 
then  asks  Congress  to  make  all  the  tough  choices. 

This  package  doesn't  use  the  rhetoric  of  across-the-board 
cuts,  while  dodging  the  reality  of  who  gets  hit;  it  offers  150 
specific  cuts.   Furthermore,  the  savings  in  this  plan  are  all 
permanent,  not  temporary.   Finally,  this  plan  is  not  based  on  a 
"rosy  scenario,"  but  rather  works  off  the  more  conservative 
economic  forecasts  of  the  Congressional  Budget  Office. 

Let  me  just  give  you  a  few  of  the  details  on  the  plan. 
We  have  taken  the  first  steps  to  changing  our  economic  course 
within  the  federal  government  itself.   It  is  only  fair  that  if  we 
ask  America  to  contribute,  we  make  our  contribution  first. 
Through  1997,  we're  cutting  the  cost  of  running  our  departments 
and  agencies  by  14  percent.   I'm  taking  my  share  of  these  cuts  at 
Treasury. 

Major  cuts  will  be  made  in  domestic  non-defense 
discretionary  categories,  reducing  spending  by  $20  billion  in 
1997.   And,  we  will  see  $37  billion  savings  with  prudent 
reductions  in  defense  expenditures. 

The  fair  and  equitable  changes  we  propose  in  entitlement 
programs  will  save  $41  billion  a  year  by  1997.   Let  me  give  you  a 
few  examples  of  the  entitlement  cuts  we  have  made. 

In  the  area  of  farm  subsidies,  I  understand  the  troubles 
that  our  farmers  put  up  with  to  provide  us  with  the  best 
agricultural  products  in  the  world.   But  we  need  to  make  some 
changes.   There  are  some  people  who  farm,  who  also  earn  more  than 
$100,000  a  year  from  activities  that  have  nothing  to  do  with 
feeding  or  clothing  Americans.   That  $100,000  is  a  good  income, 
anywhere  in  America.   We  will  end  agricultural  price  supports  to 
these  individuals.   It's  only  fair  that  subsidies  end  for  those 
who  do  not  need  them. 

Our  plan  also  will  make  prudent  cuts  in  the  Medicare 
provider  payments  without,  and  let  me  repeat  that,  without 
reducing  the  care  available  to  Medicare  beneficiaries.   Our  plan 
does  not  raise  premiums.   And  hopefully,  it  may  reduce  out-of- 
pocket  costs  for  Medicare  beneficiaries. 

The  largest  and  most  sensitive  entitlement  program  of  all 
is,  of  course.  Social  Security.   We  propose  no  change  in  Social 
Security  benefits  or  the  cost-of-living  increases.   But  for 
upper-income  recipients,  the  plan  increases  the  percentage  of 
their  Social  Security  benefits  subject  to  tax,  from  50  percent  to 
85  percent.   This  brings  their  tax  treatment  more  in  line  with 
the  tax  treatment  of  private  pensions.   Revenues  from  this 
proposal  go  into  the  Medicare  trust  fund,  a  trust  fund  that  is 
expected  to  be  in  trouble  in  the  next  decade  without  this 
funding. 

Now,  let  me  turn  to  the  revenue  side  of  the  deficit 
reduction  package.   Here,  the  President's  plan  moves  to  restore 
equity  to  our  tax  system.   Throughout  in  the  1980s,  our  most 
wealthy  citizens  benefitted  disproportionately  in  relation  to 
middle  income  working  families.   As  the  chart  shows,  the 
wealthiest  1  percent  of  Americans  saw  their  income  go  up  nearly 
50  percent  while  their  effective  tax  rate  fell  by  nearly  25 
percent.   The  President's  plan  reverses  that  pattern. 
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The  revenue  changes  we  propose  restore  greater  progressivity 
to  the  individual  tax  system.   Families  with  about  $180,000  in 
adjusted  gross  income  will  have  their  rate  increased  from  31 
percent  to  36  percent.   Furthermore  a  surtax  of  10  percent  is 
levied  on  those  with  taxable  incomes  of  $250,000  or  more.   These 
changes  will  affect  only  the  wealthiest  1.2  percent  of  American 
taxpayers.   These  rate  changes  won't  touch  middle  income 
Americans  at  all. 

Higher-income  workers  will  also  be  required  to  increase 
their  payments  under  the  Medicare  tax.   The  proposal  eliminates 
the  current  cap  of  $135,000  on  earnings  subject  to  the  Hospital 
Insurance  portion  of  the  payroll  tax.   Revenues  from  this 
proposal  also  will  go  into  the  Medicare  trust  fund,  further 
extending  its  period  of  solvency. 

In  addition,  we  are  asking  corporations  to  pay  their  fair 
share.   Forty  years  ago,  over  a  quarter  of  government  revenues 
came  from  the  corporate  tax.   Now  it's  just  9  percent.   We 
propose  raising  the  top  rate  from  34  percent  to  36  percent  for 
corporations  with  incomes  over  $10  million.   This  change  will 
affect  only  2,700  large  corporations  out  of  2.2  million. 

In  dealing  with  corporate  tax  provisions,  our  plan  also 
recognizes  that  there  are  some  deductions,  such  as  business 
meals,  entertainment  and  club  dues,  that  should  be  reduced  or 
eliminated. 

We  also  will  make  certain  that  foreign  businesses  pay  the 
taxes  they  owe  in  the  United  States.   To  do  this,  the  package  has 
a  series  of  international  compliance  reforms.   The  principal 
provision  would  require  multinational  enterprises  to  establish 
their  transfer  pricing  methodology  before  they  file  their  tax 
returns. 

To  ensure  that  we  get  the  most  revenue  possible  from  our 
existing  taxes,  the  package  also  includes  a  series  of  domestic 
compliance  measures.   The  tax  gap  —  the  difference  between  what 
people  owe  in  taxes  and  what  is  actually  paid  —  is  a 
persistently  large  number.   Much  of  this  is  attributed  to 
unreported  income,  often  by  business.   The  package  has  several 
provisions  —  ones  that  raise  over  $2  billion  in  1997  —  to  help 
us  get  at  this  problem. 

Finally,  the  plan  also  Includes  a  broad-based  energy  tax. 
This  proposal  has  three  important  goals:   improving  our 
environment  by  effectively  taxing  pollution,  reducing  dependence 
on  foreign  oil,  and  cutting  the  deficit. 

The  president  carefully  considered  how  the  energy  tax  will 
affect  Americans.   Our  program  is  intended  to  be  as  regionally 
neutral  as  possible.   We  chose  a  BTU  tax  rather  than  going  after 
any  specific  fuel,  like  imported  oil,  or  gasoline,  or  coal. 

We  will  apply  this  tax  to  fossil  fuels  —  coal,  oil  and 
natural  gas  —  and  we  will  work  with  you  for  a  system  to  collect 
it  effectively  and  efficiently. 

Along  with  our  energy  tax,  we  propose  extending  the  2.5- 
cents-per-gallon  tax  on  motor  fuel,  which  was  set  to  expire  in 
1995.   This  money  will  go  towards  replenishing  the  highway  trust 
fund,  for  investing  in  our  public  infrastructure. 

In  this  country,  we  have  relied  on  cheap  energy  for  years. 
Even  with  our  energy  tax,  our  rates  will  be  far  below  the  tax 
rates  charged  by  many  of  our  G-7  partners.   For  example  even  with 
the  new  taxes,  the  price  of  a  gallon  of  gasoline  in  the  United 
States  will  be  roughly  $1.20.   In  France  and  Germany  that  gallon 
of  gasoline  costs  nearly  $4. 
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The  president  has  been  very  concerned  about  how  the  energy 
tax  will  affect  American  families.   With  the  Earned  Income  Tax 
Credit,  and  with  changes  to  the  Food  Stamp  and  the  Low  Income 
Home  Energy  Assistance  Program,  families  with  incomes  of  $30,000 
or  less  pay  no,  or  virtually  no  additional  tax  under  our  revenue 
plans. 

In  fact,  if  you  look  at  the  next  chart,  you  will  see  that  on 
average,  a  family  with  an  income  of  $40,000  will  pay  just  $17  a 
month  more  in  1997  when  all  of  our  changes  are  in  place.   Let  me 
remind  you,  lower  interest  rates  are  already  saving  Americans 
$60,  $80,  $100  a  month  or  more  on  new  and  refinanced  mortgages, 
so  these  tax  changes  are,  for  many  people,  already  more  than  paid 
for. 

While  raising  taxes  is  never  easy,  let  me  put  the  magnitude 
of  this  tax  increase  in  perspective.   The  next  chart  shows  the 
total  tax  burden  in  the  United  States  compared  to  that  in  other 
industrialized  countries.   The  figures  include  all  taxes  raised 
by  all  levels  of  government.   You  can  see  that  even  once  the  new 
taxes  are  introduced,  the  United  States'  tax  revenues  as  a 
percent  of  GDP  are  the  lowest  among  the  G-7  partners.   For  us  the 
figure  will  be  about  33  percent.   For  the  Germans,  it's  more  than 
43  percent.   Even  for  the  Japanese,  it  is  nearly  35  percent. 

II.  Speeding  Recovery  From  the  Recession  and  Increasing 
Investment 

Deficit  reduction  will  make  an  important  contribution  to  our 
long-term  economic  health.   But  we  also  need  to  take  immediate 
action  to  create  jobs  and  to  stimulate  investment  spending. 
Thus,  we  are  proposing  a  modest  stimulus  for  the  immediate 
problems  facing  us,  and  an  investment  package  to  shift  America's 
priorities  towards  the  future. 

February's  employment  results  were  better  than  expected,  and 
we  welcome  them.   But  nearly  9  million  people  are  still 
unemployed,  and  a  record  number  of  people  have  been  out  of  work 
for^extended  periods  of  time.   In  California  the  unemployment 
rate  is  pushing  10  percent.   Even  with  the  good  February  numbers, 
job  growth  in  this  recovery  is  meager  compared  to  the  comparable 
stage  in  previous  recoveries.   With  a  large  number  of  people  out 
of  work,  and  underutilized  factories,  we  are  operating  well  below 
our  capacity.   With  so  much  excess  capacity,  inflationary 
pressures  are  largely  absent.  Clearly  there  is  both  the  need  and 
the  opportunity  to  achieve  high  rates  of  real  growth. 

Roughly  half  the  money  in  the  stimulus  goes  for  tax 
incentives  to  stimulate  private  sector  investment.   Specifically, 
the  plan  includes  a  temporary  7  percent  incremental  investment 
tax  credit  for  large  businesses,  and  a  permanent  investment  tax 
credit  —  phasing  down  from  7  percent  to  5  percent  in  two  years  - 
-  on  investments  by  small  businesses.   Small  businesses  are  vital 
to  our  economy,  since  they  are  the  major  source  of  new  jobs. 

The  other  half  of  the  stimulus  accelerates  spending  for 
programs  that  serve  the  twin  objectives  of  enhancing  long-term 
growth  and  jump-starting  the  economy.   For  example,  it  increases 
spending  for  highways  and  mass  transit  systems,  and  it  invests  in 
disadvantaged  youth  by  creating  roughly  700,000  jobs  this  summer. 

On  a  full-year  equivalent  basis,  the  stimulus  plan  will 
create  500,000  new  jobs  overall.  Americans  need  jobs  now  and 
they  deserve  them. 
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In  addition,  too  often  we  have  seen  businesses  which  create 
jobs  having  trouble  getting  the  credit  they  need  to  expand.   The 
Treasury  Department  Comptroller  General  —  in  cooperation  with 
the  Federal  Reserve  and  the  FDIC  —  is  working  to  alleviate  the 
"credit  crunch,"  and  free  up  capital  for  small  and  medium-sized 
businesses. 

The  president  will  be  having  something  to  say  this  afternoon 
about  our  steps  to  relieve  this  impediment  to  our  recovery. 

The  stimulus  package,  and  our  efforts  to  alleviate  the 
credit  crunch  are  what  must  be  done  to  tackle  today's  challenge. 
Yet  we  all  know  that  that's  only  half  the  battle. 

Our  investment  package  is  designed  to  reverse  the  nation's 
stagnating  productivity  and  wage  growth.   As  the  chart  shows,  the 
growth  in  output  per  worker  has  practically  ground  to  a  halt  over 
the  last  two  decades,  and  real  wages  have  barely  budged  at  all. 
As  a  result,  average  Americans  have  seen  little  increase  in  their 
living  standards.   This  means  that  simply  recovering  from  the 
recession  is  not  good  enough.   We  not  only  need  to  create  more 
jobs,  we  also  need  better  jobs  with  higher  wages. 

There  is  little  doubt  that  under-investment  —  in  private 
business  capital,  in  public  infrastructure,  and  in  the  skills  of 
the  American  work  force  —  has  contributed  to  slow  productivity 
growth  and  stagnant  wages. 

As  I  said  before,  America  devotes  a  much  smaller  share  of 
its  Gross  Domestic  Product  to  public  and  private  investment  than 
other  developed  countries.   We  have  also  neglected  investment  in 
our  citizens.   For  example,  our  students  repeatedly  score  below 
their  counterparts  in  other  developed  countries  on  math  and 
science  tests. 

More  investment  is  critical  to  improving  productivity, 
wages,  and  living  standards.   The  investment  package  contains  two 
major  efforts  to  improve  both  public  and  private  investment. 

The  investment  package  will  start  shifting  the  composition 
of  the  federal  budget  from  consumption  to  investment.   It  will 
expand  America's  capacity  to  produce,  and  offer  better 
opportunities  to  workers.   It  will  bear  fruit  long  after  the 
current  recovery  has  been  firmly  established.   The  package 
includes  both  tax  incentives  and  public  investment  expenditures. 

The  tax  side  of  the  investment  package  includes  two 
important  provisions  for  small  business,  since  small  companies 
are  the  major  source  of  new  jobs.   First,  small  business  will 
continue  to  enjoy  the  permanent  investment  tax  credit  that  is 
introduced  in  the  stimulus  package.   Second,  we  propose  that 
investors  in  small  corporations  be  able  to  exclude  50  percent  of 
the  gain  on  stock  held  more  than  5  years.   This  exclusion  is 
carefully  targeted  to  benefit  small  growth  companies  and  to  avoid 
abuse. 

Both  small  and  large  capital-intensive  corporations  paying 
the  minimum  tax  will  benefit  from  the  simplified  and  enhanced 
depreciation  provisions  included  in  the  stimulus  package.   This 
proposal  substantially  enhances  the  investment  incentives  for 
these  taxpayers  by  using  the  shorter  regular  tax  depreciable 
lives  for  minimum  tax  as  well  as  regular  tax  purposes.   This 
proposal  builds  on  important  work  done  in  this  area  by  this 
committee  under  the  guidance  of  Chairman  Rostenkowski 
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In  addition,  the  tax  side  of  the  package  pennanently  and 
retroactively  reinstates  several  provisions  that  expired  last 
June.   For  example,  we  make  permanent  the  research  and 
development  tax  credit  to  let  business  better  plan  future 
research  investments.   To  stimulate  investment  in  housing  for 
low-income  families,  we  propose  a  permanent  extension  of  both  the 
low-income  housing  credit  and  the  mortgage  revenue  bond 
provisions. 

Since  investment  in  people  is  as  important  as  investment  in 
machines,  the  targeted  jobs  tax  credit  is  made  permanent  and 
expanded  to  include  youth  apprenticeship  programs.   In  addition, 
the  general  exclusion  for  employer-provided  educational 
assistance  is  permanently  extended. 

This  part  of  the  program  also  authorizes  the  establishment 
of  enterprise  zones.   While  the  details  are  still  being  refined, 
the  purpose  is  to  provide  incentives  to  hire  and  train  workers, 
and  to  improve  the  physical  capital  of  some  of  our  nation's  most 
distressed  urban  and  rural  areas. 

These  tax  incentives  in  the  investment  package  for  the 
private  sector  are  then  reinforced  by  increased  public  investment 
in  a  wide  range  of  physical  capital  and  workers,  both  of  which 
are  critical  for  productivity  and  growth.   The  investments 
reaffirm  the  investment  themes  President  Clinton  articulated 
during  the  campaign. 

Chairman  Rostenkowski,  members  of  the  committee:   We  have 
presented  detailed,  enforceable,  credible  program  which  will 
strengthen  our  economy  and  make  a  significant  impact  on  deficit 
reduction. 

It  will  create  jobs.   It  will  make  and  encourage  the 
investment  in  America,  and  in  Americans,  that  will  produce  the 
economic  growth  and  revitalization  we  need  to  strengthen  our 
position  of  world  leadership.   And,  it  will  allow  us  to  again  be 
certain  we  can  pass  on  a  better  way  of  life  to  our  children  and 
grandchildren. 

Throughout  my  public  life  I've  worked  with  many  of  you  in 
this  room  on  the  economic  problems  of  our  country  —  budget 
deficits,  trade  deficits,  a  growing  debt,  and  the  other  issues  we 
have  faced. 

Today  we  stand  at  a  crossroads.   Down  one  path  lies  an 
economy  with  restored  vitality,  an  economy  that  again  is  the 
strong  and  vibrant  force  that  has  made  us  a  world  leader.   Down 
the  other  path  is  delay  and  divisiveness,  and  a  price  in  economic 
pain  that  grows  worse  the  longer  we  wait  to  act. 

This  committee  will  play  a  leadership  role  in  determining 
which  course  we  chose. 

You  can  be  assured  that  this  administration  will  work 
cooperatively  with  you.   Our  approach  is  not  one  of 
confrontation.   There  is  nothing  to  be  gained  that  way,  and  the 
job  is  too  important.   It  took  difficult  decisions  to  put  this 
package  together,  and  it  will  require  equally  courageous 
decisions  by  each  of  you.   Together,  we  have  the  opportunity  to 
make  a  difference  for  our  future,  and  we  must  seize  it. 

Thank  you  very  much. 
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Chairman  ROSTENKOWSKI.  Mr.  Secretary,  I  want  to  congratulate 
you  and  the  administration  about  this  well-rounded  and  detailed 
presentation.  I  don't  think  in  the  29  years  that  I  have  served  on 
this  committee  that  I  have  ever  been  exposed  to  as  detailed  a  plan 
for  the  country,  and  I  certainly  want  to  commend  you.  I  know  that 
these  are  hard  times,  and  they  will  be  harder  times  for  those  of  us 
in  this  committee  to  take  the  first  bite  of  the  apple,  but  I  think 
that  we  are  going  to  measure  up  to  the  demands  of  the  American 
people. 

Mr.  Secretary,  one  of  the  investment  tax  incentives  in  the  Presi- 
dent's plan  would  provide  a  2-year  temporary  incremental  invest- 
ment tax  credit.  I  have  heard  from  several  taxpayers  that  mature 
industries  that  have  institutionalized  long-term  investment  strate- 
gies could  not  benefit  from  this  rule.  Is  this  a  danger  with  the  pro- 
posal? 

In  addition,  given  our  past  experience  with  expiring  provisions, 
do  you  think  there  is  a  likelihood  that  such  a  temporary  stimulus 
provision  would  be  the  object  of  intense  pressure  in  the  future  to 
extend  these  provisions? 

Secretary  Bentsen.  Mr.  Chairman,  all  companies  will  not  benefit 
equally  in  this.  That  is  correct.  No  question  about  that. 

What  we  were  looking  for  is  the  most  bang  for  the  buck  we  could 
get,  a  leveraged  application,  a  leveraged  application  with  an  incre- 
mental tax  credit.  Because  we  knew  there  would  be  variances  in 
the  amount  of  expenditure  for  equipment  amongst  companies,  one 
of  the  things  we  did  was  to  say  that  you  would  get  a  credit  if  it 
was  over  70  percent  of  what  you  had  invested  over  a  set  period  of 
time,  and  then  we  raised  that  to  80  percent  in  the  next  year. 

In  addition,  we  let  them  choose  between  a  three-year  base  and 
a  5-year  base  to  allow  them  to  pick  which  was  the  better  for  them 
to  encourage  investment. 

As  to  the  next  part  of  your  question,  anytime  you  have  a  tem- 
porary tax  incentive  there  is  no  question  but  what  there  are  always 
pressures  to  extend  it.  We  know  that.  That  is  within  the  judgment 
of  this  committee  and  the  administration  at  that  point,  but  we 
have  no  anticipation  of  such  an  extension  and  have  no  plans  for 
such. 

Chairman  ROSTENKOWSKI.  Well,  you  know,  Mr.  Secretary,  having 
sat  on  this  side  of  the  desk,  that  you  never  see  an  incentive  in  the 
business  community  with  tax  provisions  that  people  don't  become 
attached  to  and  don't  start  making  it  part  of  their  way  of  doing 
business. 

I  just  remember  the  1986  act  when  we  got  rid  of  a  lot  of  these 
so-called  incentives.  I  am  not  totally  a  purist,  but  I  worry  about 
whether  or  not  we  are  starting  on  the  road  of  another  possibility 
of  us  having  another  run  on  tax  incentives  that  many  of  us  con- 
sider unnecessary  loopholes. 

Mr.  Archer  will  inquire. 

Mr.  Archer.  Thank  you,  Mr.  Chairman. 

Lloyd,  it  is  good  to  have  you  before  the  committee.  And  I  wish 
I  could  be  in  total  agreement  with  you  on  everything,  but  I  don't 
think  you  anticipated  that. 

I  do  agree  with  you  on  the  basic  effort  to  get  the  deficits  down. 
I  think  that  is  essential  for  the  future  of  this  country.  But,  having 
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said  that,  of  course,  we  all  have  different  ways  that  we  think  are 
the  best  way  to  do  it. 

I,  for  one,  believe,  based  on  the  economic  data  that  I  have  seen 
coming  in  from  the  outside  now  and  evaluating  the  President's  pro- 
gram, that  it  will  produce  an  evanescent  improvement  in  the  econ- 
omy and  job  creation.  Obviously,  anybody  can  put  a  ruler  to  it  and 
come  up  with  different  projections.  I  am  concerned  about  the  major 
part  of  the  tax  increases  coming  in  the  early  years  and  the  spend- 
ing reductions  occurring  in  the  later  years.  We  have  seen  that  be- 
fore. That  is  deja  vu  of  1990  and  other  efforts  where  we  back  load 
the  spending  reductions  and  put  the  taxes  in  up  front. 

The  Budget  Committee's  analysis  shows  that  in  the  first  year  of 
the  President's  program  there  will  be  a  38-to-l  tax  increase  to 
spending  reduction,  and  in  the  second  year  it  will  be  24  to  1.  The 
spending  reductions  supposedly  only  Mck  in  in  the  third,  fourth, 
and  fifth  year.  That  all  sounds  good,  but  how  do  you  bind  a  future 
Congress?  I  have  that  general  comment.  It  is  not  a  question. 

I  would  like  to  devote  as  much  as  I  can  to  just  two  areas  of  your 
tax  proposal  to  see  if  we  can  get  a  little  bit  more  detail.  Can  you 
tell  us  on  what  basis  the  85  percent  number  was  picked  for  the 
purpose  of  taxing  Social  Security  beneficiaries?  You  say  that  it 
treats  Social  Security  like  other  pension  plans,  and  I  don't  know  of 
another  pension  plan  that  is  taxed  at  85  percent. 

Secretary  Bentsen.  I  said  in  general  it  was.  As  I  understand,  the 
way  that  was  worked  out  was  in  trying  to  measure  the  contribu- 
tions of  people  in  their  Social  Security  and  the  payments  they 
made  and  what  that  would  relate  to,  and  that  related  to  the  15  per- 
cent. And  then — so  the  other  85  percent  was  subjected  to  the  tax. 

Mr.  Archer.  Well,  I  just  noticed  a  recent  study  on  that  which 
shows  that  people  who  are  retiring  now  even  at  the  highest  partici- 
pation rate  and  wage  base  are  not  going  to  get  back  all  of  what 
they  paid  in.  This  85  percent  figure  is  an  anachronism,  based  on 
the  current  situation.  It  may  have  been  true  5  or  10  years  ago,  but 
it  is  not  true  today. 

SecretEiry  Bentsen.  As  I  looked  at  those  numbers  on  those  pro- 
jections, they  affected  individuals  in  certain  categories,  and  they 
were  prospective  over  a  period  of  years,  so  I  guess  there  is  some 
difference,  obviously,  amongst  the  so-called  experts,  the  economists 
in  trying  to  project  those. 

Mr.  Archer.  Now  I  would  like  to  talk  if  I  could,  briefly,  about 
the  energy  tax.  I  think  it  should  be  clear  to  the  American  people 
that  the  taxation  of  Europeans  on  gasoline  and  the  price  of  gasoline 
is  a  very,  very  different  thing  from  the  taxation  of  raw  energy.  Can 
you  think  of  another  country  in  the  world  that  taxes  its  basic  raw 
energy? 

Secretary  Bentsen.  Well,  as  I  look  at  the  cumulative  effect  of  it 
with  our  other  taxes,  I  find  that  we  are  still  amongst  the  very  low- 
est of  the  industrialized  countries  in  the  cumulative  effect  of  the 
taxes  they  put  on  energy.  And  as  I  look  at  what  it  will  do  for  those 
industries  in  those  other  coimtries  I  find  that  the  net  result  to  us, 
even  amongst  those  that  use  a  high  percentage  of  energy,  is  that 
we  will  be  quite  competitive. 

You  have  to  also  look  at  these  countries  that  have  a  value-added 
tax  and  what  that  adds  to  it.  I  was  just  over  in  London  on  the 
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G-7  meeting,  and,  as  I  recall,  the  value-added  tax  there  was  17.5 
percent,  so  as  you  look  at  what  it  does  to  their  own  people,  I  think 
that  what  we  are  saying  with  an  energy  tax  for  a  family  making 
$40,000  a  year,  the  average  is  $17  a  month  after  it  is  fiilly  imple- 
mented, that  we  come  off  quite  well. 

Mr.  Archer.  Well,  you  are  talking  about  the  impact  on  the 
consumer.  I  am  talking  about  the  impact  on  the  companies  that 
have  to  compete  overseas.  Is  it  not  true  that  the  value-added  tax 
is  waived  at  the  border  on  all  exports? 

Secretary  Bentsen.  That  is  correct. 

Mr.  Archer.  I  am  just  curious  as  to  how  this  works  because  I 
am  told  by  people  in  the  petrochemical  industry  that  they  will  be 
literally  put  out  of  business.  They  will  be  forced  to  move  their 
plants  overseas.  This  will  be  an  exportation  of  jobs  and  economic 
activity  because  this  taxes  their  raw  material,  their  basic  energy — 
which  is  a  product  cost — a  material  product  cost. 

Secretary  Bentsen.  I  am  told  that  the  energy  prices  are  still 
much  higher  in  other  countries  to  start  with,  and  we  do  have  a  feed 
stock  exemption. 

Mr.  Archer.  Oh,  I  see.  You  take  care  of  the  petrochemical  indus- 
try by  exempting  them  from  this  tax?  Do  you  also  exempt  the  alu- 
minum industry? 

Secretary  Bentsen.  No,  we  do  not.  Because  there  the  energy  is 
used  in  the  final  product  itself.  And  as  we  got  through  studying 
those  numbers — I  don't  have  them  here  in  front  of  me,  but  as  I  re- 
call, it  was  something  on  the  order  in  the  net  increase  in  their  costs 
of  less  than  3  percent  in  that  area. 

Mr.  Archer.  Well,  Lloyd,  you  are  from  a  business  background. 
For  a  high  volume-low  margin  product,  3  percent  will  frequently  be 
the  difference  between  profit  and  loss.  You  have  spoken  of  competi- 
tiveness of  this  Nation  in  the  world  marketplace  over  and  over 
again.  I  don't  see  how  we  can  remain  competitive.  I  think  this  is 
going  to  export  jobs  in  the  steel  industry,  in  the  glass  industry,  in 
the  tire  industry,  in  the  aluminum  industry,  any  industry  that  uses 
a  large  amount  of  basic  energy.  I  don't  see  how  it  can  help  but 

Secretary  Bentsen.  Bill,  if  I  believed  that,  I  would  fight  this. 
And  I  don't  believe  that  at  all  as  I  have  looked  at  the  studies.  I 
think  that  you  get  far  greater  fluctuations  in  price  of  materials 
than  when  we  are  talking  about  a  two  or  a  three  percent  difference. 
I  have  been  in  business  where  I  have  seen  those  kinds  of  changes, 
and  I  have  sat  on  the  boards  of  major  corporations  in  this  country 
before  I  took  this  job. 

Mr.  Archer.  I  know.  That  is  what  surprises  me  about  your  sup- 
porting this  provision. 

Because  we  are  talking  about  the  basic  competitiveness  of  indus- 
tries that  are  essential  to  this  country  and  driving  them  offshore. 
The  price  of  oil  in  the  world  marketplace  is  the  same  the  world 
over  unless  I  have  missed  something.  I  don't  understand  how  we 
can  say  we  have  lower  energy  prices  here  than  what  is  in  Saudi 
Arabia  or  other  countries  of  the  world.  Clearly,  we  do  not  have 
lower  energy  prices  and  I  am  not  concerned  about  this  just  provin- 
cially  for  the  state  of  Texas  or  energy-producing  states.  There  has 
been  a  recent  study  done  showing  that  this  tax  will  cost  a  million 
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jobs  in  the  United  States  of  America,  and  I  hate  to  see  us  move 
forward  into  that  sort  of  a  situation. 

Thank  you  very  much. 

Secretary  Bentsen.  Bill,  I  wouldn't  support  this  if  I  thought  that 
at  all,  but  I  don't  believe  that.  And  my  numbers  show — the  study 
of  the  economists  show  that  for  the  aluminum  industry  that,  when 
the  tax  is  fully  phased  in,  the  increased  electricity  costs  are  likely 
to  increase  the  cost  of  aluminum  by  approximately  3  percent.  You 
have  so  many  other  variables  in  business  that  3  percent  is  not  that 
major  an  item. 

Chairman  ROSTENKOWSKI.  Mr.  Gibbons  will  inquire. 

Mr.  Gibbons.  Mr.  Secretary,  you  have  convinced  me.  I  am  ready 
to  help  you  get  this  enacted.  And  what  I  really  want  to  know  is, 
what  is  your  time  schedule? 

Secretary  Bentsen.  We  are  anticipating,  with  what  is  happening 
here,  that  your  budget  resolution,  hopefully,  is  going  to  be  out  of 
here  before  Easter  and  then  you  folks  in  the  committees,  hopefully, 
are  going  to  have  this  thing  out  by  the  August  recess. 

Mr.  Gibbons.  Well,  is  there  a  part  of  it  you  want  us  to  have  out 
before  that?  Do  you  want  the  stimulus  package  out  before 

Secretary  Bentsen.  I  would  like  to  see  them  coupled  as  much  as 
we  can. 

Mr.  Gibbons.  Do  you  think  the  stimulus  package  and  the  other 
package  ought  to  be  coupled  and  done  by  the  August  recess? 

Secretary  Bentsen.  I  would  certainly  hope  so  and  anticipate 
that. 

Mr.  Gibbons.  Well,  that  is  a  pretty  good  workload  for  us  to  have 
to  carry. 

Secretary  Bentsen.  Let  me  tell  you.  Congressman,  I  found  my- 
self on  7-day  weeks,  8-day  weeks,  I  guess,  and  I  remember  the  last 
couple  of  weekends  ago  I  left  on  Friday  night  to  attend  the  Gr-7 
meeting  on  Saturday  for  7  hours  and  came  back  Saturday  night — 
commercial,  I  might  add.  I  guess  I  picked  up  some  9,600  frequent- 
flier  miles  for  Treasury,  but  that  was  about  it. 

Mr.  Gibbons.  I  am  glad  you  brought  up  the  G-7  meeting  because 
I  am  going  to  throw  you  an  additional  burden.  I  don't  believe  we 
can  get  this  Uruguay  round  completed  unless  the  G-7  gets  involved 
in  it  and  brings  it  to  a  conclusion  and  that  the  heads  of  state  wind 
up.  But  I  think  it  is  past  the  level  of  negotiation  now.  It  is  a  politi- 
cal decision  that  you  and  the  President  must  make  and  must  wind 
up.  That  is  no  reflection  upon  Mr.  Kantor.  It  is  just  that  those  dogs 
have  been  barking  at  each  other's  heels  so  long.  I  don't  see  how 
they  can  get  the  Uruguay  round  wound  up  without  a  political  deci- 
sion at  the  highest  level  in  the  world  here. 

Secretary  Bentsen.  Congressman  Gibbons,  I  think  that  it  is  in 
part  political.  We  are  looking  at  some  of  the  political  problems  of 
some  of  these  other  countries  that  are  making  it  difficult  for  them 
to  negotiate,  but  their  leaders  are  going  to  have  to  be  a  part  of  this 
solution. 

Mr.  Gibbons.  I  agree. 

Secretary  Bentsen.  I  think  it  is  important  that  we  get  the  fast 
track  renewed  and  that  we  bring  to  a  conclusion  the  GATT  round. 
I  think  that  a  multilateral  agreement  is  important  to  the  future 
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trading  ability  of  this  country  and  the  world,  and  we  will  all  benefit 
by  it. 

Mr.  Gibbons.  The  next  question  is  a  little  different. 

Back  in  1984  your  agency  did  a  great  study  on  the  value-added 
tax.  It  studied  it  well  and  wrote  a  fine  report  and  then  discarded 
it.  I  sent  you  last  night  on  fax — and  I  am  sure  you  haven't  had  a 
chance  to  read  it — my  dissertation  on  that  same  kind  of  tax  system. 
I  think  we  are  going  to  have  to  go  to  that.  I  don't  expect  you  to 
comment  on  this,  but  if  you  get  a  break  and  B.A.  gives  you  a  little 
time  off,  would  you  read  my  dissertation,  and  I  would  be  glad  to 
sit  down  and  talk  with  you  about  it. 

Secretary  Bentsen.  Thank  you  very  much.  Congressman. 

Chairman  ROSTENKOWSKI.  Mr.  Pickle  will  inquire. 

Mr.  Pickle.  Thank  you,  Mr.  Chairman. 

Mr.  Secretary,  it  is  great  to  have  you  here.  I  think  the  Congress 
and  this  committee  look  to  you  more  than  perhaps  anyone  in  the 
administration  to  help  us  formulate  the  tax  policy  and  put  it  in  ef- 
fect because  of  your  experience  and  your  abilities,  so  we  are  proud 
that  you  are  down  there. 

Secretary  Bentsen.  Thank  you. 

Mr.  Pickle.  Let  me  ask  you  two  or  three  specific  questions,  one 
in  the  enforcement  of  transfer  pricing,  so-called  section  482.  The 
administration  is  recommending,  as  I  understand  it,  specifically 
that  you  are  going  to  encourage  companies  to  "contemporaneously 
document  how  they  arrive  at  their  transfer  prices  and  explain  why 
they  think  their  prices  meet  international  accepted  standards." 

Secretary  Bentsen.  That  is  correct. 

Mr.  Pickle.  I  think  that  is  admirable,  but  that  means  you  are 
only  going  after  those  people  under  the  penalty.  You  don't  really 
save  a  whole  lot  of  money  by  not  requiring  that  people  get  together 
and  voluntarily  agree  on  how  they  set  standards.  I  think  that  is 
important. 

Personally,  I  don't  think  that  is  near  enough.  I  would  like  to 
know  specifically,  if  you  can  tell  me,  what  is  the  administration's 
plan  so  far  as  personnel  is  concerned  in  the  enforcement  area  of 
section  482? 

Secretary  Bentsen.  We  are  planning  to  beef  that  one  up,  to  add 
more  personnel  to  it,  to  do  more  audits.  I  also  believe  when  they 
contemporaneously  do  it,  do  the  accreditation  that  you  need,  that 
that  gets  them  thinking  about  it  at  that  time  to  justify  what  they 
are  doing  in  their  transfer  pricing  and  not  doing  it  as  an  after- 
thought and  then  going  back  and  trying  to  justify  it,  but,  again,  we 
are  also  adding  additional  personnel. 

Mr.  Pickle.  I  don't  disagree  with  that.  I  am  just  saying,  though, 
that  primarily  your  proposal  will  affect  big  companies  that  are  vio- 
lators. It  doesn't  touch  overall  problems  with  noncompliance. 

We  have  estimated  if  the  U.S.  companies  pay  a  certain  level  of 
tax  doing  business  in  a  foreign  country;  by  that  same  measurement 
applied  to  foreign  companies  here,  we  think  we  could  be  losing  as 
much  as  $20  billion  a  year.  That  is  not  clearly  established,  but 
while  you  set  these  arm-length  standards,  which  is  desirable,  I  am 
glad  to  hear  you  are  going  to  beef  up  enforcement.  I  have  been  told 
that  you  might  be  beefing  it  up  as  much  as  175  people  or  more. 
I  hope  that  is  true  because  we  have  got  to  concentrate  on  that.  I 
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will  be  interested  in  knowing  what  specifically  you  recommend  in 
that  area. 

Secretary  Bentsen.  I  will  be  happy  to  do  that,  Congressman.  We 
have  not  made  a  final  decision  on  the  numbers. 

Mr.  Pickle.  Let  me  ask  you,  in  the  area  of  a  bill  that  this  com- 
mittee has  passed  twice  before — it  is  what  we  have  called  H.R.  22 
now,  but  it  was  then  included  in  H.R.  11.  That  is  what  we  call  the 
Good  Government  Bill. 

In  that  particular  bill,  Congress  has  twice  passed  legislation 
which  contains  these  provisions:  Measures  which  would  stop  Fed- 
eral payment  to  dead  people,  curb  abusive  overtime  payments,  im- 
prove the  administration  of  the  medicare  program  and  provide  ad- 
ditional taxpayer  protection.  A  couple  of  those  things  have  been  in 
the  President's  recommendations. 

My  question  to  you  is,  I  would  like  your  staff,  Treasury,  to  work 
with  this  Ways  and  Means  staff  to  see  if  we  could  advance  that 
bill,  H.R.  22,  as  a  package  now  because  it  has  already  been  passed 
twice.  It  does  everything  that  you  want.  And  I  don't  know  what 
your  time  schedule  is,  but  we  would  like  to  advance  that — I  would 
personally.  Do  you  have  any  feeling  or  are  you  familiar  with  that 
specific  proposal? 

Secretary  Bentsen.  I  am  familiar  with  it.  You  have  done  some 
good  work  there.  Congressman.  We  have  staff  already  reviewing  it, 
but  we  have  not  made  any  decisions  as  to  the  specifics.  But  we  are 
well  aware  of  it  and  studying  it. 

Mr.  Pickle.  Well,  I  would  like  for  your  staff  and  my  staff  to  work 
together  to  see  what  we  can  agree  to  if  we  can. 

Now,  another  question  I  want  to  ask  you  is  with  respect  to  sec- 
tion 936.  I  noticed  that  you  are  now  going  to  recommend  a  35  per- 
cent credit  with  respect  to  jobs  in  Puerto  Rico.  That  is,  it  will  be 
based  on  credit  for  wages  rather  than  on  just  profits  that  wouldn't 
be  returned  to  this  country.  Now,  I  like  that.  I  hope  that  you  put 
that  into  effect  immediately  or  as  soon  as  you  can.  I  think  that  is 
a  fair  way.  Now  that  is  your  recommendation,  and  I  suppose  you 
support  that. 

Secretary  BENTSEN.  We  are  talking  about  a  65  percent,  not  a  35. 

Mr.  Pickle.  Sixty-five,  that  is  correct. 

Secretary  Bentsen.  Sixty-five  percent  credit.  It  is  a  phase-in.  It 
has  to  be  because  there  is  an  adjustment  that  takes  place  in  Puerto 
Rico,  and  we  want  to  give  them  time. 

Mr.  Pickle.  That  is  right.  It  is  65.  It  will  be  based  on  wages,  and 
I  think  that  is  probably  a  more  appropriate  approach  on  that. 

Have  you  thought  about  the  effect  of  your  proposal  on  all  the 
money  down  there  that  has  been  built  up  over  the  years?  Some  $12 
billion  is  sitting  in  the  banks,  either  in  the  government  develop- 
ment bank  or  in  the  private  banks. 

Secretary  Bentsen.  We  don't  see  that  as  a  major  impact  in  what 
they  do  with  that  specific  money  insofar  as  loans. 

Mr.  Pickle.  Well,  I  don't  know  what  the  answer  is,  but  there  is 
a  lot  of  money  involved  there,  and  I  think  we  have  to  at  some  time 
address  it. 

Now,  one  point  I  want  to  make  to  you  is  with  respect  to  the  en- 
ergy tax.  You  announced — the  administration  did — that  the  collec- 
tion point  for  the  Btu  tax  on  oil  would  be  at  the  refinery  tailgate. 
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We  are  talking  about  out  of  the  refinery.  Now  there  is  considerable 
debate  going  on  whether  it  would  be  out  of  or  as  it  entered  into 
the  refinery.  I  understand  now  you — or  should  I  say  the  White 
House — may  be  considering  as  it  enters  into  the  refinery. 

Secretary  Bentsen.  Congressman,  I  don't  think  so.  I  think  it  will 
not  be  at  the  input  to  the  refinery.  You  run  into  some  serious  prob- 
lems on  international  competition  if  you  try  to  do  that  and  you  put 
the  refineries  in  this  country  at  risk.  I  think  that  would  be  a  seri- 
ous mistake. 

Mr.  Pickle.  The  refineries  in  this  country  just  make  razor-thin 
profits  now,  and  if  we  let  that  happen,  we  could  drive  them  all  out. 

Secretary  Bentsen.  You  would  give  international  refineries  an 
edge  on  them. 

Mr.  Pickle.  Can  I  ask  one  final  question?  You  can  reply  to  it 
later.  I  notice  you  have  given  a  one-year  delay  on  taxing  home 
heating  oil.  That  is,  it  has  been  proposed.  Is  that  correct? 

Secretary  Bentsen.  The  presentation  is  a  phase-in  with  a  one- 
year  delay.  That  is  correct. 

Mr.  Pickle.  Well,  why  a  one-year  delay  on  heating  oil? 

Secretary  Bentsen.  To  make  adjustment.  It  is  a  serious  problem 
on  heating  oil. 

Mr.  Pickle.  Well,  then  we  want  to  make  some  adjustment  on 
diesel,  or  on  some  other  things.  If  you  give  a  1-year  delay,  we  are 
going  to  ask  for  delays  or  exemptions  on  other  things.  Also,  remem- 
ber if  you  separate  the  price  of  diesel  and  the  price  of  home  heating 
oil,  you  are  going  to  increase  illegal  activity  and  encourage  orga- 
nized crime  to  concentrate  on  the  home  heating  oil. 

Now,  cleanliness  is  one  thing,  but  if  we  start  making  exceptions, 
Mr.  Secretary,  we  are  going  to  ask  for  an  exception  to  help  our  part 
of  the  country,  too. 

Chairman  RosTENKOWSKi.  Mr.  Houghton,  will  inquire. 

Mr.  Houghton.  Thank  you.  I  would  like  to  yield  to  Mr.  Thomas. 

Mr.  Thomas.  Mr.  Chairman,  I  would  ask  unanimous  consent  that 
a  statement  and  questions  be  placed  in  the  record.  I  have  27  ques- 
tions on  the  Btu  tax. 

The  Secretary  knows  that  I  represent  a  district  in  California  that 
produces  more  oil  than  the  entire  state  of  Oklahoma.  I  have  23 
questions  about  the  lobbying  expense  provision  because  I  am  the 
Ranking  Member  on  the  House  Administration  Committee  which 
deals  with  all  of  the  election  laws.  So,  rather  than  try  to  go  through 
each  question,  I  would  like  to  submit  these  23  for  the  record  and 
ask  Treasury  to  answer  them  when  they  can.  This  will  move  the 
hearing  along. 

Secretary  Bentsen.  We  will  be  happy  to  have  them,  Congress- 
man Thomas. 

[The  information  follows:] 
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STATEMENT  OF  THE  HON.  BILL  THOMAS 

Committee  Ways  and  Means 

March  10,  1993 

It  is  a  pleasure  to  have  Secretary  Bentsen  before  us.   His 
work  as  Chairman  of  Senate  Finance  impressed  many  of  us, 
particularly  those  of  us  concerned  about  energy.   I  am  looking 
forward  to  his  discussion  of  the  President's  budget  proposals 
today  and  hope  he  will  be  able  to  fill  in  some  of  the  enormous 
gaps  in  the  information  available  on  the  budget.   Quite  a  few  of 
us  are  willing  to  give  the  President  a  chance  to  sell  his  program 
but  its  hard  to  accept  it  when  significant  parts  of  it  remain 
obscure.   Two  examples  will  illustrate  my  concern  about  this 
program:   the  Btu  tax  and  the  lobbying  costs  deduction. 

As  the  Secretary  knows,  one  county  in  my  district, 
California's  Kern  County,  produces  more  oil  than  all  the  states 
except  Alaska,  Texas  and  Louisiana.   Most  Kern  County  oil  is 
heavy  oil  produced  through  enhanced  oil  recovery  methods  such  as 
steam  generation,  methods  which  require  huge  investments  in 
energy  as  part  of  the  production  process.   Although  producers  are 
shifting  to  natural  gas  to  control  pollution,  they  have  (because 
they  were  forced  to  pay  Windfall  Profit  Tax  if  they  did  anything 
else)  burned  their  own  crude  oil  to  make  production  possible. 
This  is  a  very  sensitive  segment  of  the  industry.   Heavy  crude 
sells  for  anywhere  from  $11.75  to  $14  a  barrel  today,  well  below 
the  price  of  West  Texas  Intermediate  crude.   For  many  California 
producers,  those  prices  are  close  to,  if  not  at,  their  break  even 
point.   In  fact,  they  cannot  easily  improve  their  prices.   The 
U.S.  government  will  not  allow  them  to  export  significant  amounts 
of  heavy  oil  to  other  countries  and  it  still  forces  the  bulk  of 
Alaska  North  Slope  production  to  land  and  depress  prices  in 
California.   Under  these  conditions,  you  can  imagine  the 
sensitivity  of  producers  in  my  area  to  the  idea  of  any  tax  that 
arbitrarily  adds  a  new  cost  to  their  oil.   The  idea  of  a  $72 
billion  tax  on  energy  during  the  next  few  years  is  pretty 
frightening  when  no  one  can  tell  you  how  it  will  work. 

Because  of  their  concerns,  I  have  already  asked  the 
Secretary  to  answer  a  list  of  detailed  questions  about  the  Btu 
tax.   The  oil  and  gas  industry  needs  to  know  about  where  taxes 
will  be  collected  and  how  the  taxes  will  be  set,  along  with  other 
issues  set  forth  in  my  list.   I  hope  he  will  submit  the  answers 
to  the  Committee  as  I  know  many  of  my  colleagues  would  also  like 
to  know  the  tax's  details. 

I  would  also  appreciate  having  the  Secretary's  responses  to 
a  series  of  questions  I  have  prepared  concerning  the  lobbying 
deduction  because  that  proposal  too  needs  a  great  deal  of 
clarification.   The  idea  is  not  new  as  it  has  frequently  been 
mentioned  as  a  means  of  financing  campaign  reform  here  in  the 
House.   As  ranking  Republican  on  the  House  Administration 
Committee,  reform  is  a  subject  of  considerable  interest  to  me  and 
to  others  who  are  concerned  about  what  has  happened  to  Congress. 
There  are  a  number  of  ways  to  treat  lobbying  costs  and  some  of 
them  create  new  forms  of  inequity. 

I  know  there  are  other  areas  where  the  budget  proposals  are 
at  best  unclear  to  all  of  us.   It  is  difficult  to  support 
something  that  lacks  clarity  and,  with  that  it  mind,  I  hope  the 
Secretary  will  do  everything  possible  to  answer  questions  raised 
here  today  as  soon  as  possible. 
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SECRETARY  OF  THE  TREASURY 


DEPARTMENT  OF  THE  TREASURY 

WASHINGTON.  DC. 


May  11,  1993 


The  Honorable  William  M.  Thomas 
U.S.  House  of  Representatives 
Washington,  D.C.   20515-0521 

Dear  Mr.  Thomas: 

This  is  in  further  response  to  your  letter  of  March  1 
enclosing  a  list  of  questions  concerning  the  Administration's 
modified  Btu  energy  tax  proposal.   You  also  presented  these 
questions  in  connection  with  my  testimony  before  the  Ways  &  Means 
Committee. 

We  have  been  working  on  this  proposal  for  the  last 
several  weeks  and  have  just  recently  finished  the  legislative 
language.   Your  questions  were  helpful  to  us  in  developing  the 
proposal.   1  have  enclosed  our  responses  to  the  questions. 
Please  let  us  know  if  we  can  be  of  further  assistance  in  this 
matter. 

Sincerely, 

Lloyd  M.  Bentsen 
Enclosure 
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Answers  to  Written  Questions  Submitted  to  Secretary  Bentsen 

in  Connection  with  the  Secretary's  Appearance  before 

the  Ways  and  Means  Committee,  March  10,  1993 

NOTE:  Answers  to  all  questions  reflect  the  Administiation's  proposal  as  drafted  in  the 

legislation  introduced  to  Congress  by  the  Administration  on  May  3,  1993.  As 
you  are  aware,  discussions  are  continuing  regarding  certain  aspects  of  the 
proposal  and  are  expected  to  continue  during  the  House  Ways  and  Means 
Committee  markup. 

Question  1: 

What  fonnula  or  formulae  will  be  used  to  set  the  national  Btu  rate  of  fuels?  Will  it  be 
a  weighted  average  based  on  fuels  used?  How  often  will  the  Btu  rate  be  revised  and  by  whom? 

Answer: 

Actual  Btu  content  will  be  used  to  determine  the  tax  on  coal,  and  the  Secretary  of  the 
Treasury  (the  "Secretary")  may  require  that  actual  Btu  content  be  used  to  determine  the  tax  on 
natural  gas.  In  all  other  cases,  the  Btu  content  used  to  determine  the  tax  on  fuels  will  be  the  Btu 
content  specified  for  that  type  of  fuel  based  on  Energy  Information  Administration  (EIA)  data. 
For  this  purpose,  each  of  the  petroleum  products  (e.g..  motor  gasoline,  distillate  fuel  oil)  will 
be  treated  as  a  separate  type  of  fuel.  The  Btu  content  used  to  determine  the  tax  on  nuclear- 
generated  electricity  and  hydroelectricity  will  be  the  national  average  of  Btus  required  to  produce 
fossil-fuel-generated  electricity.  In  the  case  of  imported  electricity,  the  national  average  of  Btus 
required  to  produce  fossil-fuel-generated  electricity  will  apply  unless  the  importer  establishes  that 
the  electricity  was  not  generated  by  hydro-  or  nuclear  power  and  the  actual  heat  rate  of  the 
electricity  is  lower.  The  Secretary  may  prescribe  regulations  to  modify  the  list  of  taxable 
petroleum  products  and  to  modify  the  applicable  per  unit  Btu  amounts  for  such  products. 

Question  2: 

Is  energy  produced  from  specific  sources  of  energy  other  than  those  already  specified 
(geothermal,  wind,  solar)  exempt  from  the  tax?  Are  nonconventional  fuels  produced  and  eligible 
for  the  Internal  Revenue  Code  section  29  "nonconventional  fuels  credit"  exempt  from  the  Btu 
tax? 

Answer: 

The  tax  applies  only  to  coal,  natural  gas,  propane,  butane,  refined  petroleum  products, 
nuclear-generated  electricity,  hydroelectricity,  and  imported  electricity.  (A  use  tax  applies  to 
certain  uses  of  crude  oil  and  intermediate  refmery  products.)  The  tax  does  not  apply  to  any 
energy  source  that  is  not  derived  from  fossil  fuels,  hydropower,  or  nuclear  power.  The 
description  of  the  tax  listed  solar,  wind,  and  geothermal  power  as  examples  of  energy  sources 
that  are  exempt  from  the  tax,  but  any  other  energy  source  that  is  not  derived  from  fossil  fuels, 
hydropower,  or  nuclear  power  will  also  be  exempt. 
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In  general,  oil  and  gas  qualifying  for  the  section  29  credit  are  fossil  fuel  products  and  are 
not  exempt  from  the  tax.  Gas  qualifying  for  the  credit  is  exempt,  however,  if  it  is  produced 
from  biomass,  or  if  it  is  produced  from  coal  seams  in  certain  coal  mining  operations,  but  most 
coal  seam  or  coal  bed  methane  eligible  for  the  section  29  credit  is  not  exempt  from  the  Btu  tax. 
In  addition,  although  synthetic  natural  gas  qualifying  for  the  credit  is  taxed,  the  coal  used  in  its 
production  is  exempt. 

Question  3: 

Will  the  tax  imposed  on  a  form  of  energy  be  adjusted  for  regional  differences  in  energy 
prices  or  the  quality  of  the  energy?   If  so,  how? 

Answer: 

The  tax  will  not  be  adjusted  directly  for  regional  differences  in  energy  prices  or  the 
quality  of  the  energy.  However,  actual  Btu  content  will  be  used  to  determine  the  tax  on  coal, 
and  the  tax  on  petroleum  products  will  be  based  on  the  Btu  content  of  each  class  of  product. 
The  tax  will  therefore  indirectly  take  into  account  regional  price  and  quality  differences  to  the 
extent  these  differences  are  due  to  differences  in  the  Btu  content  of  coal  and  classes  of  petroleum 
products. 

Question  4: 

Will  energy  used  by  its  producer  be  subject  to  the  tax? 

Answer: 

The  tax  will  not  apply  to  crude  oil  or  natural  gas  used,  on  the  premises  where  it  is 
produced,  to  produce  crude  oil  or  natural  gas. 

Question  5: 

Will  energy  be  taxed  if  the  energy  is  used  to  produce  other  energy  (e.g.,  natural  gas  used 
to  fire  steam  generation  equipment  in  secondary  or  tertiary  oil  production)?  If  so,  will  the 
taxpayer  be  given  a  credit  or  deduction  reflecting  taxes  paid  on  feedstocks?  Will  a  tax  be 
assessed  if  the  same  fuel  burned  in  production  equipment  is  produced  (i.e. ,  oil  burned  to  fire 
boilers). 
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Answer: 

In  general,  the  energy  tax  allies  to  all  fiiel  uses  of  energy.  There  are  four 
circumstances,  however,  in  which  energy  used  to  produce  fossil  fiiel  energy  will  not  be  taxed; 
in  addition  to  the  exemption  described  in  the  answer  to  question  4,  exemptions  are  provided  for 
crude  oil  and  petroleum  products  (other  than  natural  gas)  used  in  a  refinery  or  natural  gas  used 
in  a  natural  gas  processing  or  fractionation  plant,  natural  gas  and  coal  used  in  enhanced  oil 
recovery  for  heavy  oil,  and  coal  and  petroleum  products  used  in  the  production  of  synthetic 
natural  gas. 

Question  6: 

Will  the  Btu  tax  be  deductible  from  federal  income  taxes  as  a  business  expense? 

Answer: 

The  energy  tax  will  be  deductible  in  computing  federal  income  taxes,  generally  in  the 
same  manner  and  to  the  same  extent  as  other  federal  excise  taxes. 

Question  7: 

Will  taxpayers  be  givra  credit  for  taxes  paid  on  enogy  ultimately  used  for  feedstocks? 

Answer: 

In  appropriate  circumstances,  tax-free  transfers  of  exempt  products  (like  feedstocks)  will 
be  permitted.   In  all  other  cases,  exemptions  will  be  provided  through  downstream  refunds. 

Question  8: 

What  is  the  point  of  taxation  for  gas  and  oil?  Who  collects  and  pays  the  tax? 

Answer: 

The  tax  on  gas  will  be  imposed  at  the  city  gate  (or  equivalent  in  the  case  of  end  users 
that  receive  gas  directly  from  the  pipeline);  the  local  distribution  company  (or  end  user  receiving 
the  gas  from  the  pipeline)  will  be  liable  for  the  tax,  but  the  tax  will  be  collected  and  remitted 
to  the  Government  by  the  pipeline.  The  tax  on  refined  petroleum  products  (including  liquefied 
petroleum  gases)  will  be  imposed  at  the  refinery  (or  processing  or  fractionation  plant)  tailgate; 
in  the  case  of  products  removed  from  a  natural  gas  processing  or  fractionation  plant,  the  person 
receiving  the  product  will  be  liable  for  the  tax,  but  the  tax  will  be  collected  and  remitted  to  the 
Government  by  the  plant  operator;  in  all  other  cases,  the  refiner  will  be  liable  for  the  tax  and 
will  remit  the  tax  directly  to  the  Government. 
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Question  9: 

Why  is  the  rate  on  coal  substantially  lower  than  that  on  crude  oil? 

Answer: 

The  tax  rate  per  million  Btus  applied  to  coal  (as  well  as  to  natural  gas,  propane,  butane, 
nuclear-generated  electricity,  hydroelectricity,  and  imported  electricity)  (a  rate  of  $0,257)  is 
lower  than  the  tax  rate  per  million  Btus  that  applies  to  refined  petroleum  products  other  than 
propane,  butane,  and  residential  uses  of  home  heating  oil  (the  basic  rate  of  $0,257  plus  a 
supplemental  rate  of  $0,342,  for  a  total  rate  of  $0,599).  Without  the  higher  rate  on  petroleum 
products,  the  energy  tax  as  a  percent  of  price  would  have  been  the  lowest  for  petroleum 
products.  The  oil  supplement  rate  is  designed  to  decrease  imports  of  oil,  thereby  increasing  our 
energy  security  and  decreasing  our  trade  deficit.  Even  with  the  oil  supplement,  the  tax  as  a 
percent  of  price  is  not  lower  for  coal  than  for  oil  products. 

Question  10: 

How  is  product  from  an  on-line  natural  gas  plant  taxed? 

Answer: 

Natural  gas  will  be  taxed  at  the  basic  rate  of  $0,257  per  million  Btus.  The  tax  will  be 
imposed  at  the  city  gate  (or  equivalent  in  the  case  of  end  users  that  receive  gas  directly  from  the 
pipeline).  The  local  distribution  company  (or  end  user  receiving  gas  from  the  pipeline)  will  be 
liable  for  the  tax,  but  the  tax  will  be  collected  and  remitted  to  the  Government  by  the  pipeline. 

Question  11: 

Will  producers  of  liquefied  natural  gas  be  given  a  credit  for  natural  gas  used  in  its 
creation? 

Answer: 

Although  a  use  tax  is  generally  imposed  on  fuel  uses  of  natural  gas  on  which  the  energy 
tax  has  not  been  imposed,  the  use  tax  does  not  apply  to  natural  gas  used  in  a  natural  gas 
processing  or  fractionation  plant. 

Question  12: 

Are  exports  of  fossil  fuels  exempt  or  subject  to  tax  rebates?  Will  the  exemption  or  rebate 
be  applied  to  raw  or  to  refined  products? 
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Answer: 


Exported  fuels  (coal,  natural  gas,  and  refined  petroleum  products)  and  electricity  will  be 
exempt  firom  tax.  The  exemption  will  be  through  tax-free  transfers  in  appropriate  circumstances, 
and  in  all  other  cases  through  downstream  refunds. 

Question  13: 

Will  imported  energy  be  taxed  at  the  same  rates  applied  to  domestically-produced  energy? 
How  will  taxes  be  assessed  on  finished  goods  such  as  gasoline?  Will  manufactured  goods  be 
taxed  based  on  energy  content? 

Answer: 

Imported  taxable  products  will  be  taxed  at  the  same  rate  as  equivalent  domestic  products. 
The  tax  on  gasoline  and  other  petroleum  products  (whether  domestically-refmed  or  imported) 
will  be  specified  for  each  separate  type  of  fuel  based  on  Energy  Information  Administration 
(EIA)  data.   Manufactured  goods  will  not  be  taxed  based  on  their  energy  content. 

Question  14: 

What  is  the  mechanism  for  exempting  or  providing  rebates  for  non-fiiel  use  of  fossil  fuels 
and  fossil  fiiel  exports? 

Answer: 

Tax-free  transfen  of  exempt  products  will  be  permitted  in  appropriate  circumstances. 
In  all  other  cases,  exemptions  will  be  provided  through  downstream  refunds.  For  instance,  fossil 
fuel  exports  shipped  direcdy  from  the  producer  will  be  tax-free  sales,  but  other  sales  will  require 
the  shipper  to  file  a  refund  claim.  In  addition,  refined  petroleum  products  generally  used  as 
feedstocks  are  not  listed  on  the  "taxable  refined  petroleum  product"  list,  and  are,  therefore,  not 
taxed  when  sold.  Other  non-fuel  uses  will  require  the  taxpayer  to  file  for  a  refund.  Refunds 
of  over  $  1  ,(X)0,  if  for  a  period  of  at  least  one  week,  will  be  eligible  for  an  expedited  claim 
procedure  under  which  the  Government  must  pay  the  claim  within  20  days  after  the  date  the 
claim  was  filed  or  the  claim  will  be  paid  with  interest.  All  other  refund  claims  will  be  paid  by 
the  Government  without  interest. 

Question  15: 

Why  is  heavy  crude  oil  which  receives  approximately  $8  in  price  less  than  West  Texas 
Intermediate  being  taxed  at  the  same  rate  as  West  Texas  Intermediate? 
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Answer: 

The  energy  tax  is  not  applied  to  crude  petroleum,  but  rather  to  refined  petroleum 
products.  Therefore,  the  tax  that  will  be  eventually  be  paid  on  any  barrel  of  oil  depends  on  the 
mix  of  products  that  is  refmed  from  that  barrel.  To  the  extent  that  crude  prices  reflect 
differences  in  refmed  product  mix,  the  Btu  tax  will  differ  across  grades  of  crude.  The  same  Btu 
tax  rates  will  be  specified  for  each  separate  type  of  fuel  based  on  Energy  Information 
Administration  (EIA)  data,  which  equalizes  the  tax  on  actual  output. 

[NOTE:   No  questions  numbered  16  or  17  submitted.] 

Question  18: 

If  gas  is  taxed  when  it  enters  the  pipeline,  how  does  it  become  exempt? 

Answer: 

Natural  gas  is  not  taxed  when  it  enters  the  pipeline;  see  the  answer  to  question  8  for  a 
description  for  how  natural  gas  is  taxed. 

Question  19: 

If  gas  is  not  exempt,  then  how  will  the  government  refund  the  tax  liability  to  the 
taxpayer?  Producers  believe  it  cannot  simply  be  refunded  against  income  tax,  since  taxpayers 
may  be  in  a  loss  position. 

Answer: 

The  tax  on  natural  gas  is  imposed  on  local  distribution  companies  and  end  users.  Thus, 
there  will  be  no  occasion  to  refund  tax  liability  to  the  producer. 

Question  20: 

What  actions  will  the  government  take  if  demand  for  heavy  oil  decreases,  i.e.,  since  all 
oil  Btus  are  taxed  at  the  same  rate,  refiners  will  want  to  purchase  lighter  crudes  to  increase  their 
margins.  What  will  happen  if  (when)  California  heavy  crude  gets  displaced  by  foreign  light 
crudes? 

Answer: 

As  noted  in  the  answer  to  question  15,  the  tax  does  not  apply  to  crude  oil,  but  rather  to 
refined  petroleum  products.  There  should  not  be  the  kind  of  shifting  between  grades  of  crude 
that  would  occur  if  the  tax  were  applied  directly  to  the  crude,  rather  than  to  products. 
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Question  21: 

Who  will  keq>  the  records  required  by  the  tax? 

Under  the  general  rule  applicable  to  all  taxes,  persons  liable  for  the  tax,  or  for  the 
collection  of  the  tax,  are  required  to  keep  such  records  as  the  Secretary  may  prescribe.  In 
addition,  the  Secretary  may  require  other  persons  to  keep  records  sufficient  to  show  whether  or 
not  they  are  liable  for  the  tax. 

Question  22: 

What  procedures  will  be  employed  to  ensure  that  products  sold  for  "non-fiiel"  uses  are 
actually  used  for  those  purposes? 

Answer: 

Generally,  most  non-fiiel  uses  will  require  that  the  tax  be  paid  and  a  refund  claim  filed 
with  the  Government.  Reducing  the  number  of  tax-free  sales  will  reduce  the  frequency  of  fraud. 

Question  23: 

Is  petroleum  coke  sold  as  a  fuel  taxed  at  coal  rates? 

Answer: 

Petroleum  coke  sold  as  a  fuel  is  taxed  at  the  rate  of  other  refined  petroleum  products 
($0,599  per  million  Btus). 

Question  24: 

Are  energy  imports  from  Canada  or  Mexico  to  receive  different  treatment  from  imports 
sourced  elsewhere? 

Answer: 

Imports  of  taxable  energy  products  and  electricity,  regardless  of  source,  will  be  taxed  at 
the  same  rate  as  equivalent  domestic  products. 

Question  25: 

How  will  crude  oil  or  other  forms  of  energy  be  treated  if  imported  into  a  Foreign  Trade 

Zone? 
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Answer: 

The  tax  is  imposed  on  refined  petroleum  products  rather  than  crude  oil.  In  addition,  coal 
and  natural  gas  are  taxed  downstream  from  the  point  of  importation.  Thus,  crude  oil,  coal,  and 
natural  gas  will  not  be  taxed  when  they  are  imported  into  a  foreign  trade  zone.  Refined 
petroleum  products  will  be  taxed  when  entered  into  a  foreign  trade  zone  for  consumption,  use, 
or  warehousing. 

Question  26: 

How  are  MTBE  and  methanol  treated  under  the  tax? 

Answen 

Methanol  and  its  ether  derivatives,  including  MTBE,  as  well  as  ethanol  and  its  ether 
derivatives,  are  exempt  from  the  tax.  Feedstocks  used  in  production  of  these  products  are  also 
exempt. 

Question  27: 

Will  retailers  be  allowed  to  identify  the  amount  of  tax  borne  by  a  product? 

Answer: 

We  do  not  have  a  rule  that  will  prevent  retailers  from  identifying  the  amount  of  tax  borne 
by  a  product. 
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SECRETARY  OF  THE  TREASURY 


DEPARTMENT  OF  THE  TREASURY 

WASHINGTON,  D.C. 


May  11,  1993 


The  Honorable  William  M.  Thomas 
U.S.  House  of  Representatives 
Washington,  D.C.   20515-0521 

Dear  Mr.  Thomas: 

This  is  in  response  to  your  letter  of  March  8  enclosing 
a  list  of  questions  concerning  the  Administration's  proposal  to 
deny  deductions  for  lobbying  expenses.   You  also  presented  these 
questions  in  connection  with  my  testimony  before  the  Ways  &  Means 
Committee. 

We  have  been  working  on  this  proposal  for  the  last 
several  weeks  and  have  just  recently  finished  the  legislative 
language.   Your  questions  were  helpful  to  us  in  developing  the 
proposal.   I  have  enclosed  our  responses  to  the  questions. 
Please  let  us  know  if  we  can  be  of  further  assistance  in  this 
matter. 

Sincerely, 


9/<S*'^J^^^^^^-^ 


loyd  M.  Bentsen 


Enclosure 
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liObbying  Expense  Deductibility 

Q-1:   Will  deductions  be  denied  for  the  costs  of  lobbying 
government  agencies  with  regard  to  regulations  or  other  executive 
actions?   If  so,  under  what  circumstances? 

A-1:   Under  the  proposal,  the  cost  of  lobbying  government 
agencies  with  regard  to  regulations  or  other  executive  branch 
actions  will  remain  deductible.   In  designing  the  proposal  we 
were  ever  mindful  of  the  fact  that  the  proposal  must  be 
administrable  as  a  rule  of  tax  law  by  thousands  of  taxpayers. 
This  consideration  dictated  rejecting  sone  possibilities,  such  as 
restrictions  on  lobbying  the  executive  branch  regarding 
regulations,  and  recommending  that  policies  regarding  these 
issues  be  pursued  through  other  means,  such  as  the  lobbying  and 
campaign  financing  reform  initiatives. 

Q-2 :   Are  deductions  to  be  denied  under  your  proposal  for  costs 
of  lobbying  state  or  local  legislative  bodies?   Will 
deductibility  be  determined  on  the  basis  of  the  state  or  local 
government's  organization? 

A-2:   Under  the  proposal,  the  cost  of  attempting  to  influence 
legislation  by  a  state  or  local  government  will  not  be 
deductible.   "Legislation"  for  both  Federal,  and  State  and  local 
governments  will  be  defined  as  under  section  4911(e)(2)  of  the 
Internal  Revenue  Code. 

These  rules  generally  look  to  the  structure  of  the  government, 
but  they  provide  some  blan)cet  exceptions  to  promote  fairness  and 
uniformity.   For  example,  under  the  regulations  for  section 
4911(e)(2),  changes  in  local  land  use  rules  are  generally  not 
legislative,  nor  are  actions  by  a  school  board  or  nay  other 
specialized  governmental  board  or  agency. 

Q-3:   Are  the  same  exceptions  in  section  4911(d)  to  be  applied  to 
businesses?   If  you  plan  to  make  modifications,  what  will  they 
be? 

A-3:   Under  the  proposal,  the  only  exception  in  section  4911(d) 
that  will  apply  is  the  exception  for  technical  advice. 


166 


Q-4:   What  would  constitute  a  "written  request"  for  information 
by  a  legislative  body?   Would  a  blanket  press  release  inviting 
comments  on  a  matter  permit  respondents  to  deduct  the  costs  of 
their  replies?   Would  respondents  also  be  able  to  deduct  the  cost 
of  "follow  up"  information  such  as  that  provided  in  response  to  a 
committee  member  or  as  a  means  of  providing  new  or  additional 
information  on  the  subject? 

A-4:   Under  the  proposal,  the  request  must  be  written,  requested 
by  a  governmental  entity,  and  specify  the  nature  of  the  advice  or 
assistance.   A  blanket  press  release  requesting  comments  would 
not  suffice.   Follow-up  costs  are  deductible  only  if  they  can 
legitimately  be  considered  part  of  the  written  request. 

Q-5:   If  an  exception  for  "nonpartisan"  analyses,  research  and 
study  is  included  in  your  proposal,  how  will  it  be  applied  to 
businesses? 

A-5:   The  proposal  does  not  provide  an  exception  for  nonpartisan 
analysis,  research  or  study. 

Q-6:   Are  you  going  to  modify  the  current  section  162(e)(2) 
prohibition  so  that  businesses  can  deduct  the  costs  of 
nonpartisan  research,  study  and  conmiunication? 

A-6:   The  proposal  will  not  modify  the  current  section  162(e)(2) 
prohibition  to  allow  businesses  to  deduct  the  cost  of  nonpartisan 
research,  study  and  communications. 

Q-7:   Are  deductions  to  be  denied  for  expenses  "directly 
connected"  with  lobbying  or  for  expenses  merely  "in  connection 
with"  lobbying? 

A-7:   Under  the  proposal,  all  costs  paid  or  incurred  in 
connection  with  attempting  to  influence  legislation  will  be 
considered  lobbying. 

Q-8:   One  of  the  exceptions  to  the  section  4911  lobbying  tax 
allows  charities  to  avoid  tax  on  expenditures  in  "self  defense" 
when  they  contact  legislatures  on  matters  affecting  the 
organization  or  its  powers  or  duties.   Are  you  planning  to  limit 
the  scope  of  this  exception  with  regard  to  business,  and,  if  so, 
how? 

A-8:   The  proposal  does  not  provide  a  self  defense  exception  for 
businesses. 
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Q-9:   How  successful  has  the  IRS  been  in  enforcing  the  existing 
rules  regarding  lobbying  by  charities  and  foundations?   How  many 
organizations  have  been  forced  to  pay  tax  under  the  501(h) 
elections  since  it  was  developed?   How  many  foundations  or 
charities  have  lost  their  exempt  status  because  of  lobbying 
during  the  period  lobbying  restrictions  have  been  applied  to 
charities? 

A-9:   The  final  regulations  under  section  501(h)  were  adopted 
only  in  December  of  1990,  preceded  by  a  period  of  substantial 
controversy  about  the  proposed  regulations.   There  has  therefore 
been  little  experience  enforcing  the  final  regulations.   During 
this  time,  little  or  no  tax  was  paid  under  section  501(h)  and 
4911.   We  believe  that,  if  anything,  this  indicates  that  the 
bright  line  rules  of  these  sections  have  successfully  performed 
their  intended  functions.   Few  if  any  charities  or  private 
foundations  have  lost  their  exception  because  of  lobbying. 

Q-10:   Does  Treasury's  estimated  revenue  gain  from  denying  the 
deduction  assume  any  "slippage"  from  organizations  converting  or 
creating  charities  that  can,  under  501(h)  or  501(c)  rules,  engage 
in  some  lobbying?   If  so,  how  much  of  this  activity  do  you 
expect? 

A-10:   The  incentive  to  convert  or  create  a  charity  to  engage  in 
lobbying  is  already  present  under  existing  law  with  respect  to 
grass  roots  lobbying  and  nonpartisan  analysis.   We  have 
experienced  little  abuse  under  current  and  expect  little  further 
abuse  under  our  proposal.   The  reason  for  this  is  that  current 
law  restrictions  on  charities  make  conversion  into  a  charity  for 
the  sole  purpose  of  avoiding  the  lobbying  restrictions  relatively 
unattractive.   In  particular,  any  charity  would  have  to  serve  a 
public  purpose  rather  than  a  private  purpose,  so  the  ability  to 
create  these  tax-exempt  charities  will  be  limited.   In  addition, 
charities  will  be  limited  in  their  lobbying,  as  under  current 
rules.   Therefore,  businesses  will  not  generally  be  able  to 
circumvent  the  nondeductibility  of  their  lobbying  expenses. 

Q-11:   Does  your  proposal  assume  that  additional  resources  will 
be  required  to  conduct  audits  of  organizations  that  lobby?  To 
what  extent  might  new  resources  be  required  to  enforce  the 
prohibition? 

A-11:   The  proposal  assumes  that  the  IRS  will  enforce  these  rules 
using  existing  resources. 

Q-12:   How  will  the  new  rule  be  structured:   will  all 
communications  be  presumed  to  be  lobbying  unless  otherwise  shown, 
or  will  the  IRS  carry  the  burden  of  proving  that  communications 
are  lobbying? 
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A-12:   As  under  general  rules  of  tax  administration,  the  taxpayer 
has  the  burden  of  proof. 

Q-13:   The  legislative  history  of  the  Revenue  Act  of  1962,  from 
which  section  162(e)  is  derived,  shows  Congress,  Treasury  and  the 
public  felt  that  a  clear  statement  on  deductibility  was  needed  to 
prevent  endless  squabbling  about  the  characterization  of  lobbying 
costs.   What  has  changed  since  1962  that  would  make 
administration  of  the  President's  proposal  easier? 

A-13:   The  IRS  has  had  to  develop  extensive  regulations  defining 
lobbying  by  charities  under  section  4911.   The  IRS  will  be  able 
to  use  this  experience  to  adequately  define  lobbying  by 
businesses. 


Q-14:   Will  the  fact  of  registration  as  a  lobbying  (e.g. .  with 
the  Clerk  of  the  House)  lead  to  presumption  that  an  individual  is 
engaged  in  lobbying  when  communicating  with  a  legislative  body? 

A-14:   Under  the  proposal,  registration  will  be  considered 
evidence  that  an  individual  is  lobbying.   Because  registration 
rules  and  the  tax  deductibility  rules  may  vary,  no  presumption 
will  required  by  the  law. 

Q-15:   Will  deduction  of  the  costs  of  a  de  minimis  amount  of 
lobbying  be  permitted?   If  so,  at  what  level? 

A-15:   The  proposal  includes  no  de  minimis  exception. 

Q-16:   Will  taxpayers  be  able  to  circumvent  nondeductibility 
under  section  162  by  making  contributions  to  charities  eligible 
to  receive  deductible  contributions  under  section  170? 

A-16:   Charities  will  be  limited  in  their  lobbying,  as  under 
current  rules.   Therefore,  businesses  will  not  be  able  to 
circumvent  the  nondeductibility  of  their  lobbying  expenses. 
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Q-17:   What  costs  are  to  be  treated  as  lobbying:   the  actual 
expense  associated  with  a  contact  (e.g. .  the  lobbyist's  salary), 
the  costs  of  preparation  (including  such  costs  as  research), 
ministerial  acts  (such  as  the  cost  of  scheduling  appointments)? 
Will  organizations  be  required  to  allocate  a  portion  of  costs 
otherwise  expected  of  a  business  (for  example,  overhead  incurred 
in  operating  an  office  used  to  gather  information  about 
legislative  matters)  to  their  calculation  of  lobbying  costs? 

A-17:   Under  the  proposal,  all  costs  paid  or  incurred  in 
connection  with  attempting  to  influence  legislation  will  be 
considered  lobbying.   We  hope  to  work  with  Congress  to  address 
this  issue  in  greater  detail,  balancing  the  need  for  simplicity 
with  that  of  avoiding  abuse  of  the  proposal. 

Q-18:   How  will  organizations  be  required  to  treat  their 
contributors?   Will  a  new  form  of  reporting  be  required  so  that 
trade  associations  are  required  to  tell  members  what  portion  of 
contributions  are  nondeductible? 

A-18:   Under  the  proposal,  organizations  will  be  required  to 
report  to  their  members  the  portion  of  dues  attributable  to 
lobbying  expenses. 

Q-19:   If  businesses  can  deduct  contributions  for  nonlobbying 
trade  association  work,  will  the  associations  be  able  to  lobby 
using  tax-exempt  income  generated  with  such  contributions  without 
reducing  contributions'  deductibility  or  incurring  taxes  or 
penalties  at  a  later  date? 

A-19:   Lobbying  expenses  will  be  allocable  only  to  dues  and 
lobbying  expenses  in  excess  of  dues  will  be  carried  forward. 
Therefore,  associations  will  not  be  able  to  lobby  with  tax-exempt 
income. 


Q-20:   How  will  lobbying  activity  be  identified  under  your 
proposal?   Will  the  intent  of  the  person  making  the  contact  be 
dispositive  or  will  the  determination  be  based  on  a  retrospective 
analysis  of  the  facts  and  circumstances  surrounding  a  contact? 

A-20:   Under  the  proposal,  lobbying  activity  will  be  defined  as 
attempts  to  influence  legislation.   The  proposal  does  not  include 
a  special  intent  requirement. 
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Q-21:   Are  you  planning  to  allow  businesses  to  deduct  the  costs 
of  voter  education  and  registration  programs  along  lines  under 
which  charities  can  currently  conduct  those  activities  without 
losing  their  eligibility  to  receive  deductible  contributions? 

A-21:   The  current  rules  for  voter  education  and  registration 
will  continue  to  apply  under  the  proposal. 

Q-2  2:   Do  you  contemplate  any  change  in  the  treatment  of 
charities  or  will  their  donors  still  be  permitted  to  deduct  their 
entire  contribution  so  long  as  no  portion  of  the  contribution  is 
earmarked  for  lobbying? 

A-2  2:   Under  the  proposal,  the  current  rules  governing  lobbying 
by  charities  will  apply. 

Q-23:   During  the  past  few  years,  a  number  of  House  members  have 
urged  that  the  deduction  for  lobbying  costs  be  repealed  as  a 
means  of  operating  taxpayer-financed  campaign  reform  initiatives. 
Does  the  President's  budget  similarly  "earmark"  revenues  from  the 
deductions  repeal  for  campaign  financing?   If  not,  are  any  other 
tax  provisions  in  his  budget  intended  to  provide  funds  for 
campaign  finance  initiatives? 

A-23:   Some  portion  of  the  money  raised  by  the  denial  of 
deductions  for  lobbying  deductions  will  be  used  to  pay  for 
campaign  finance  reform.   We  intend  to  create  a  trust  fund  to 
hold  the  funds  for  campaign  finance  reform.   We  have  not  included 
trust  fund  language  in  the  proposal  because  we  have  not  yet 
received  costs  estimates  for  campaign  finance  reform. 
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Mr.  Houghton.  Thank  you,  Mr.  Chairman. 

Mr.  Secretary,  good  to  see  you.  I  appreciate  what  you  are  doing. 
I  appreciate  the  thrust  and  the  confidence  with  which  you  are 
going  about  your  job.  There  are  certain  disagreements  I  have,  but 
you  would  obviously  expect  that. 

There  are  two  subjects  I  am  really  worried  about  in  terms  of  the 
commitment  which  you  have  to  your  plan.  You  talk  about  more  jobs 
and  better  jobs,  and  yet  I  see  a  real  issue  looming  on  the  horizon 
because  you  are  taxing  business  and,  therefore,  you  are  withdraw- 
ing money  that  could  be  invested.  That  will  hurt  the  poor  employ- 
ment situation.  In  addition  to  that,  there  will  be  further  cuts — and 
this  will  probably  be  announced  on  Friday — on  military  base  clos- 
ings. 

So  there  is  a  drag,  then,  on  the  employment  situation  in  this 
country.  Therefore,  you  would  have  to  look  for  an  increase  in  the 
economy  to  boost  the  overall  volume  requirements  of  business.  But 
the  blue  chip  economists,  because  of  the  Clinton  program — feel  that 
the  economic  growth  figures  are  down  perceptibly  from  what  they 
were  because  of  this  drag  on  the  economy. 

One  of  the  things  which  has  spurred  small  and  medium-sized 
businesses  has  been  foreign  sales.  Yet  to  look  to  foreign  business 
is,  to  me,  something  very  shaky  because  the  economies  of  Japan, 
Germany,  and  some  of  the  other  countries  that  really  are  the  mo- 
tors of  the  economic  world  are  not  that  strong.  So  I  see  the  U.S. 
employment  situation  getting  very  bad  because  of  these  programs, 
necessary  as  they  might  be,  and  yet  we  can't  look  to  the  rest  of  the 
world  to  help  our  employment  levels. 

Secretary  Bentsen.  Well,  I  know  your  distinguished  career  in 
business  and  your  understanding  of  business.  What  we  are  talking 
about  here  is  an  increase  in  the  corporate  tax  from  34  to  36  per- 
cent. That  is  relatively  modest.  If  you  look  at  what  the  corporate 
rate  is  in  Japan,  it  is  40  percent.  If  you  look  at  what  it  is  in  Grer- 
many,  it  is  50  percent.  If  you  look  at  the  percentage  of  revenue  that 
we  used  to  get  back  in,  say,  1955  from  the  corporate  tax,  it  was 
about  25  percent.  Today  it  is  about  9  percent,  a  very  material  re- 
duction in  that. 

Then,  when  you  speak  of  small  business,  we  have  particularly 
addressed  small  business  with  a  permanent  investment  tax  credit 
of  7  percent  for  2  years,  then  a  flat  percent  to  try  to  encourage 
that.  Then  when  we  look  at  what  has  resulted  in  the  reaction  to 
the  deficit  reduction  that  we  have  proposed  with  this  dramatic  re- 
duction in  interest  rates,  what  that  does  in  the  borrowing  of  money 
for  small  business  in  particular  and  what  we  are  talking  about  in 
trying  to  help  on  the  credit  crunch  which  the  President  will  ad- 
dress this  afternoon,  I  think  it  helps  encourage  the  expansion  par- 
ticularly of  small  business  and  the  creation  of  jobs. 

Mr.  Houghton.  Well,  I  hope  that  is  right,  Mr.  Secretary.  There 
was  a  budget  reform  act  of  1990,  and  that  was  supposed  to  reduce 
the  budget  deficit  $80  billion  by  1993,  and  it  is  higher  today  than 
it  ever  was.  We  are  now  backing  away  from  the  things  which  we 
believed  in,  and  I  hope  you  don't  do  that  if  the  employment  situa- 
tion doesn't  come  along  as  you  expect. 

Secretary  Bentsen.  Thank  you. 

Chairman  Rostenkowski.  Mr.  Rangel  will  inquire. 
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Mr.  Rangel.  Mr.  Secretary,  welcome.  It  is  really  refreshing  to 
see  that  some  of  the  things  we  have  had  to  fight  for  over  the  years, 
that  you  and  the  administration  have  incorporated  that  in  your 
proposal  to  the  Congress,  that  you  can  see  and  feel  comfortable  in 
talking  about  investments  in  people  as  well  as  investments  in  plant 
and  equipment. 

The  previous  administration,  in  determining  and  giving  a  guess- 
timate as  to  the  cost  of  not  doing  these  things  as  relates  to  crime 
and  poverty  and  unemployment  and  drug  abuse  and  alcohol  abuse, 
claim  that  it  costs  us,  when  you  include  lost  revenues  and  lost  pro- 
ductivity, $300  billion  a  year.  It  is  almost  impossible  to  get  an 
economist  to  come  up  to  bat  and  even  discuss  that.  They  say,  oh, 
yes,  it  is  important.  Oh,  yes,  in  the  long  run. 

And  I  think  that  the  Clinton  administration  is  attempting  to  deal 
with  this  in  Head  Start  and  WIC  and  other  things.  But  it  would 
be  helpful  if  your  office  would  prepare  some  type  of  analysis  as  a 
road  map  as  to  where  we  have  to  go  if,  indeed,  when  people  talk 
about  America  moving  forward,  that  all  of  our  youngsters,  no  mat- 
ter what  communities  they  come  out  of,  believe  that  you  mean 
them,  too.  Because  so  many  of  our  young  people-illiterate,  unem- 
ployable and  addicted;  really  will  end  up  in  jail  before  they  will  be 
eligible  for  any  meaningful  employment. 

So  if  we  know  how  bad  it  is,  then  we  as  a  Nation  can  attempt 
to  try  to  overcome  it.  I  look  forward  to  getting  that  type  of  informa- 
tion from  your  office. 

Mr.  Pickle  shares  my  concern  about  936.  This  has  been  called 
one  of  the  most  expensive  job  creation  programs  in  the  history  of 
the  United  States,  the  widest  loophole  that  American  business  has 
ever  had. 

Last  night,  some  television  people  said  we  were  exporting  jobs  to 
foreign  countries,  talking  about  Puerto  Rico  as  a  foreign  country. 
But,  notwithstanding  that,  the  governor  of  Puerto  Rico  indicated 
that  they  are  not  locked  into  936,  and  I  certainly  am  not  locked 
into  936. 

I  would  welcome  any  alternative  that  is  less  expensive  and  just 
as  effective  for  these  Ajnerican  citizens  in  Puerto  Rico.  The  problem 
I  have  is  that  no  one  seems  to  know  how  we  found  out  that  this 
wage  credit  is  going  to  work.  The  governor  says  it  will  have  a  rapid 
economic  deterioration  on  the  economy  of  Puerto  Rico.  And  I  just 
hope  that  you  can  refer  me,  Mr.  Secretary,  to  any  studies,  any 
hearings. 

Because  what  happens,  as  a  practical  matter,  is  that  when  Puer- 
to Rico  has  a  cold  we  in  the  City  of  New  York  have  tuberculosis 
in  terms  of  the  number  of  citizens  that  come  to  New  York  City 
looking  for  jobs  and  looking  for  a  better  way  of  life.  And  the  truth 
is,  that  while  I  don't  have  a  political  problem  with  that,  the  impact 
that  it  has  on  our  schools,  our  health  system,  our  social  service  sys- 
tem is  just  not  fair  to  come  up  with  some  formula  to  make  sense 
without  giving  the  Congress  an  opportunity  to  have  hearings  and 
to  determine  how  it  would  impact  on  the  poorest  of  U.S.  citizens. 

If  they  were  a  state  tomorrow — and  a  lot  of  this  is  driven  by 
whether  they  are  going  to  become  a  state  or  whether  they  remain 
a  commonwealth — they  would  be  poorer  than  the  poorest  state  we 
have  by  50  percent.  And  so  count  me  in  if  you  are  talking  about 
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decreasing  the  deficit,  getting  more  taxes  from  the  corporation, 
lessening  the  costs  per  job,  but  count  me  out  if  you  can't  tell  me 
what  impact  this  is  going  to  have  on  the  people  of  Puerto  Rico. 

Secretary  Bentsen.  Congressman,  I  know  of  your  concern  for 
Puerto  Rico.  I  also  know  of  your  concern  for  enterprise  zones  and 
the  leadership  that  you  have  exercised  in  that  area.  When  we  look 
at  some  of  our  areas  in  the  United  States,  when  we  look  at  areas 
in  New  York  City,  Los  Angeles,  some  areas  that  have  higher  rates 
of  unemployment,  even  more  serious  economic  problems  than  Puer- 
to Rico,  and  we  are  talking  about  incentives  to  be  put  in  there  to 
help.  Then  we  have  to  reassess  what  we  are  doing  in  Puerto  Rico 
and  trying  to  help  those  companies  down  there. 

And  as  we  look  at  some  of  the  incentives  for  some  of  those  com- 
panies where  they  were  receiving  something  similar  to  having  an 
average  subsidy  in  those  particular  companies  of  $70,000  per  em- 
ployee, it  is  time  to  reassess  that. 

Mr.  Rangel.  It  makes  sense  to  me.  Count  on  my  support  in  the 
reassessment.  But,  as  Mr.  Pickle  says,  let's  do  it  immediately.  You 
are  saying  we  are  moving  fast  on  it.  I  am  saying  we  haven't  even 
had  any  hearings  on  it.  We  don't  know  what  impact  this  is  going 
to  have  by  doing  it  right  now. 

Secretary  Bentsen.  Well,  that  is  why  I  responded  to  Congress- 
man Pickle  by  saying  we  have  to  phase  it  in  to  give  them  an  ability 
to  adjust  to  it  and  to  see  how  it  is  working,  to  minimize  any  disrup- 
tion of  employment  in  Puerto  Rico. 

Mr.  Pickle.  Mr.  Chairman,  may  I  comment  since  he  mentioned 
my  name?  The  administration  is  just  recommending  changing  the 
policy  on  936  to  wage  credits  rather  than  on  money  that  kept  over 
there.  That  is  a  good,  sound  approach.  There  would  be  a  phase-in 
on  it. 

We  have  tried  to  advance  that  approach  before,  the  last  adminis- 
tration or  two,  but  we  could  not  get  any  support  from  the  adminis- 
tration. Now  you  do  support  it  because  that  creates  jobs.  That  is 
what  you  are  trjdng  to  do  down  there,  and  I  think  that  is  a  good 
objective. 

Mr.  Rangel.  Did  he  mention  my  name? 

Mr.  Pickle.  No,  I  didn't  mention  your  name. 

Chairman  Rostenkowski.  Mr.  Matsui  will  inquire. 

Mr.  Matsui.  Thank  you,  Mr.  Chairman.  I  am  glad  that  Texas 
and  New  York  get  along  so  well. 

Secretary  Bentsen.  You  two  leave  me  out  of  that  one. 

Mr.  Matsui.  I  would  like  to  thank  you  very  much,  Mr.  Secretary, 
for  your  vision  and  your  work  with  the  President  on  this  economic 
package.  I  certainly  believe  that  it  is  well  balanced,  and  it  is  one 
that  will  produce  real  deficit  reduction  and  at  the  same  time  will 
put  funding  into  areas  that  have  been  left  unaddressed  for  a  num- 
ber of  years.  And  I  think  when  we  look  back  on  this  period  if  we, 
in  fact,  do  reduce  the  budget  deficit,  it  will  really  be  due  to  your 
leadership  and  the  President's  leadership  as  well. 

I  would  like  to  ask,  however,  a  question  in  the  area  of  the  rates. 
As  you  know,  because  of  the  proposed  increase  in  individual  rates, 
the  surtax,  the  phaseout  of  the  personal  exemption  and  even  the 
Pease  amendment,  in  some  cases,  the  top  effective  rate  could  be  as 
high  as  43  percent,  but  more  than  likely  it  will  be  in  the  range  of 
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40  percent  for  that  one-and-a-half  percent  of  the  pubHc  that  will  be 
affected  by  the  rate  situation. 

I  think  the  problem,  and  I  don't  know  whether  it  was  intended 
or  unintended,  as  a  result  of  that,  is  that  these  taxpayers  will  have 
a  capital  gains  differential  of  approximately  12  to  13  percent.  As 
you  know,  at  this  time  the  differential  is  3  percent.  Perhaps  this 
differential  was  unintended,  or  perhaps  it  was  thought  out,  but  it 
will  have  consequences  as  you,  when  you  were  Chairmsm  of  the  Fi- 
nance Committee  and  when  we  went  through  tax  reform,  and  we 
all  realized. 

For  example,  it  might  cause  an  increase  in  corporate  accumu- 
lated earnings  because  it  might  be  better  for  public  corporations 
not  to  issue  dividends  but  instead  to  accumulate  earnings  so  that 
stock  values  will  inflate  and  investors  would  get  preferential  cap- 
ital gains  treatment.  Certainly,  the  combination  of  the  differential 
and  Mr.  Andrews'  passive  loss  relief  legislation  could  end  up  in- 
creasing the  probabilities  of  tax  shelters. 

I  have  also  heard  from  constituents  that  brokers  and  investors 
may  start  shifting  assets  from  taxable  bonds  to  nontaxable  bonds 
and  high-risk,  high-growth  stocks  because  of  this  differential.  In 
addition  to  that,  only  those  that  are  in  the  top  one-and-a-half  per- 
cent, those  that  are  above  the  28  percent  bracket,  really  will  bene- 
fit from  this.  If  you  are  at  a  14  percent  rate,  your  rate  will  be  14 
percent  whether  it  is  ordinary  income  or  capital  income.  If,  in  fact, 
we  do  want  to  have  a  capital  gains  differential,  perhaps  we  should 
look  at  an  across-the-board  exclusion,  say  a  14-percent  exclusion, 
or  whatever  it  may  be. 

I  do  understand  that  one  of  the  counter  arguments  that  might 
be  made  against  what  I  am  suggesting  is  that  because  at  death  as- 
sets receive  a  stepped-up  basis,  therefore,  keeping  a  lower  28  per- 
cent capital  gains  rate  makes  people  more  inclined  to  sell  their  as- 
sets while  they  are  living.  But  if  you  raise  the  rate  too  high  then, 
of  course,  they  are  going  to  hold  their  property  until  death,  and 
then  their  heirs  will  get  the  stepped-up  basis.  That  is  a  legitimate 
argument. 

At  the  same  time,  I  can't  imagine  it  is  our  intent  or  the  intent 
of  the  Clinton  administration  to  accidentally  back  into  a  12  or  13 
percent  capital  gains  differential  for  the  top  one-and-a-half  percent 
of  the  American  public  without  giving  this  a  lot  of  thought.  I  think 
we  really  have  to  discuss  this,  because  I  know  that  this  is  a  topic 
of  some  interest  among  members  of  this  committee  and  certainly 
members  of  the  Finance  Committee. 

Secretary  Bentsen.  Congressman,  this  was  done  with  intent  and 
an  understanding  that  it  would  probably  encourage  a  shift  toward 
investment.  And  that  is  the  purpose  of  it,  that  it  would  cause  an 
increased  interest  in  equity  investments  that  would  help  start  busi- 
nesses and  create  jobs.  That  is  fully  understood. 

There  is  another  point  that  economists  argue,  that  at  some  point 
you  get  the  locked-in  feature  more.  And  some  would  argue  that  you 
are  near  that  breaking  point  at  28  percent.  So  that  is  another  thing 
under  consideration,  that  you  lose  revenue  if  you  increase  the  cap- 
ital gains  tax  rate  too  high.  Assets  get  locked  in,  but  there  is  an 
absolute  and  full  intent  to  try  to  encourage  investment  more. 
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Mr.  Matsui.  Interestingly  enough,  only  four  or  so  years  ago,  Sec- 
retary Brady  said  that  the  lock-in  occurs  at  23  percent.  I  suppose 
additional  studies  have  been  done  since  that  time,  but  it  would 
seem  to  me,  then,  that  we  are  going  to  probably  have  to  look  at 
other  areas  of  the  code,  and  perhaps  you  and  your  staff  have  done 
so,  because  reestablishing  the  differential  will  cause  a  ripple  effect 
within  the  Teix  Code,  and  within  the  economy.  Behavioral  changes 
undoubtedly  will  occur.  I  am  just  concerned  that  we  may  go  back 
to  the  pre- 1986  Tax  Act  situation  where  we  rewarded  not  invest- 
ments but  gimmicks,  and  enabled  people  to  use  the  Tax  Code  to 
perhaps  avoid  taxation  by  changing  income  characterization  from 
ordinary  to  capital. 

Secretary  Bentsen.  Well,  we  are  going  to  try  to  stop  abuses  if 
we  can.  But  I  seem  to  remember  you  have  had  an  interest  in  cap- 
ital gains,  and  you  have  supported  something  on  a  version  of  the 
Bumpers  Bill,  as  I  recall. 

Mr.  Matsui.  Our  bill  is 

Secretary  BE^^^SEN.  Or  small  business. 

Mr.  Matsui.  Our  bill  is  much  different  than  this.  We  put  a  lot 
of  provisions  in  there,  as  you  are  aware,  which  would  make  sure 
that  we  don't  fall  into  the  trap  of  creating  tax  shelters.  And  it  only 
applies  to  direct  stock  investment,  and  the  proposal  is  specifically 
targeted. 

But  the  effect  that  we  have  in  the  administration's  bill  would 
have  a  much  broader  effect.  Real  estate  and  collectibles  would 
apply.  I  think,  even  under  the  most  extraneous  circumstances, 
when  we  discussed  the  bill  in  1986  we  didn't  want  these  types  of 
things  to  occur.  That  is  why  I  think  this  really  has  to  be  examined 
and  looked  at  carefully. 

Secretary  Bentsen.  Thank  you. 

Chairman  RosTENKOWSKi.  Mr.  Secretary,  I  have  introduced  H.R. 
13  and  H.R.  17  to  simplify  the  tax  laws  to  make  necessary  tech- 
nical correction.  Of  course,  you  are  familiar  with  these  and  other 
proposals  because  we  worked  on  them  together  as  we  formulated 
last  year's  legislation. 

Further,  H.R.  11,  as  it  was  approved  by  the  Congress  and  vetoed 
by  President  Bush,  included  a  number  of  miscellaneous  provisions 
that  are  important  to  Members  of  Congress.  Many  of  these  mis- 
cellaneous provisions  passed  the  House  of  Representatives  over- 
whelmingly in  separate  bills.  Do  you  think,  as  the  budget  reconcili- 
ation process  evolves,  that  the  administration  would  be  willing  to 
add  some  or  all  of  this  legislation  to  the  package? 

Secretary  BENTSEN.  Well,  let  me  say,  first,  on  the  simplification, 
we  certainly  did  work  together,  and  I  want  to  do  everything  we  can 
to  bring  that  to  culmination  as  soon  as  we  can,  Mr.  Chairman. 

Now,  insofar  as  individual  Member's  legislation,  I  think  it  is 
much  too  early  for  us  to  comment  on  that. 

Chairman  ROSTENKOWSKI.  Well,  I  just  want  to  point  out,  Mr. 
Secretary,  that  the  measures  that  I  am  alluding  to  passed  the 
House  of  Representatives  in  some  instances  with  290  votes,  300 
votes,  and  so  the  House  has  evidently  overwhelmingly  approved 
this  legislation.  I  just  wanted  to  bring  that  up  to  you  because  when 
we  get  in — when  we  are  going  to  look  at  your  legislation  as  pro- 
posed I  am  sure  that  Members  will  be  interested 
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Mr.  Pickle.  Mr.  Chairman. 

Chairman  ROSTENKOWSKI.  Mr.  Pickle. 

Mr.  Pickle.  We  are  not  talking  about  just  private  bills. 

Secretary  BE>rrSEN.  I  understand  that. 

Chairman  ROSTENKOWSKI.  Mrs.  Kennelly. 

Secretary  Bentsen.  I  have  been  here.  I  understand. 

Chairman  ROSTENKOWSKI.  Mr.  Cardin. 

Mr.  Cardin.  Thank  you,  Mr.  Chairman. 

Mr.  Secretary,  it  is  a  pleasure  to  have  you  before  the  committee. 
I  congratulate  you  for  the  package  that  you  brought  forward  to  deal 
with  the  economic  programs  of  our  country. 

I  want  to  follow  up  on  Chairman  Rostenkowski's  point.  One  of 
the  centerpieces  of  the  package  that  you  brought  forward  is  to  in- 
crease public  investment,  and,  of  course,  public  investment  is  not 
only  done  by  the  Federal  Government  but  by  State  and  local  gov- 
ernments. I  was  very  pleased  to  see  as  part  of  your  package  the 
permanent  extension  of  the  mortgage  revenue  bonds  and  the  small 
issue  industrial  development  bonds. 

But  there  were  other  provisions  in  H.R.  11  that  the  Chairman 
just  alluded  to  to  make  it  easier  for  State  and  local  governments 
to  use  tax-exempt  financing,  particularly  on  some  of  the  arbitrage 
rules,  and  I  would  hope  that,  as  we  go  through  the  process  of  work- 
ing the  package,  that  we  look  at  improving  it,  particularly  in  this 
area,  to  include  the  provisions  that  were  previously  passed  in  H.R. 
11.  I  would  welcome  your  comments  on  that  point. 

Secretary  Bentsen.  Yes,  I  particularly  remember  getting  into  the 
arbitrage  problem  and  some  of  the  concerns,  and  we  would  be  de- 
lighted to  take  a  look  at  them.  I  can't  make  a  commitment  without 
further  studying  them. 

Mr.  Cardin.  I  appreciate  that. 

I  think  that  we  can  enhance  some  of  the  provisions  that  you  are 
trying  to  do  to  encourage  additional  public  investment.  The  An- 
thony Commission  that  worked  on  this,  as  you  are  aware,  pretty 
much  marshaled  all  the  different  forces  to  try  to  come  forward  with 
reasonable  suggested  changes. 

I  would  also  like  to  at  least  get  your  comments  on  the  concerns 
that  have  been  expressed  by  the  Chairman  on  the  incremental  in- 
vestment tax  credit  and  other  concerns  about  whether  we  really 
can  enforce  what  you  are  trying  to  do  on  an  incremental  invest- 
ment tax  credit.  The  Chairman  mentioned  the  point  about  mature 
companies.  The  examples  have  been  given  about  a  new  company 
that  may  be  formed  as  a  leasing  company  for  an  existing  company 
or  a  subcontractor  for  an  existing  company,  and  we  haven't  seen 
the  specific  legislation,  but  I  am  wondering  whether  you  are  equal- 
ly concerned  about  how  you  can  enforce  an  incremental 

Secretary  Bentsen.  No  question,  that  is  a  problem.  But  we  are 
trying  to  address  that,  to  ensure  that  you  don't  have  the  transfer 
of  the  incremental  investment  tax  credit  to  a  person  that  really 
isn't  justified  in  having  it.  We  saw  that  game  played  in  the  past, 
and  we  are  going  to  try  to  protect  ourselves  to  the  extent  we  can 
on  it. 

The  other  point  is,  with  a  short  period  like  that  for  a  couple  of 
years,  that  doesn't  give  them  much  chance  to  start  forming  a  bunch 
of  subsidiary  corporations  and  playing  games. 
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Mr.  Cardin.  I  think  they  have  already  started  to  work,  so  we  will 
be  curious  to  see  how  your  legislation  will  address  that. 

Thank  you,  Mr.  Chairman. 

Chairman  Rostenkowski.  Mr.  Payne  will  inquire. 

Mr.  Payne.  Thank  you  very  much,  Mr.  Chairman.  Thank  you, 
Mr.  Secretary,  for  being  here,  and  thank  you  very  much  for  the 
bold  plan  that  you  have  put  forth  and  President  Clinton  has  put 
forth,  one  that  certainly  many  of  us  feel  very,  very  good  about  and 
intend  to  support  very  fully. 

I  also  want  to  commend  President  Clinton  and  you  and  Secretary 
Altman  for  the  work  you  are  doing  even  today  on  the  credit  prob- 
lem. I  think  there  is  no  way  that  we  can  have  the  kind  of  recovery 
that  we  need  to  have  and  have  economic  growth  unless  we  deal 
with  credit.  And  I  am  particularly  pleased  from  what  I  have  read 
in  the  overview  about  the  changes  that  may  occur  as  it  relates  to 
the  real  estate  industry,  and  the  things  that  need  to  have  some  ob- 
stacles removed.  I  commend  you  for  that. 

Yesterday  we  had  our  0MB  Director,  Leon  Panetta,  here  and  Dr. 
Tyson,  and  I  asked  them,  generally,  about  the  overall  tax  situation 
as  it  related  to  businesses.  And  as  you  look  at  the  increase  in  cor- 
porate income  tax  and  the  Btu  tax  and  as  you  then  look  at  the  in- 
vestment tax  credit  and  the  capital  gains  opportunities  for  small 
businesses,  were  there  things  that  had  been  done  by  them  to  look 
at  these  things  comprehensively  to  make  determinations  about  how 
they  would  affect  business?  And  I  understood  from  Dr.  Tyson  that 
they  had  been  done  on  a  macroeconomic  basis.  And  the  conclusion 
was  that,  in  total  for  the  country,  it  would  create  jobs  and,  in  fact, 
as  many  as  eight  million  jobs.  She  discussed  that  yesterday,  but 
she  was  just  beginning  to  look  at  various  industries. 

You  spoke  earlier  about  the  impact  of  the  Btu  tax  on  the  alu- 
minum industry.  My  question  is,  has  the  Treasury  Department 
looked  at  various  industries,  at  how  they  would  be  affected  by  this 
package?  And,  if  so,  is  that  information  available  that  we  could — 
that  could  you  share  it  with  us  so  we  could  look  at  that  as  we  think 
about  these  tax  policies  that  we  will  be  having  to  make  decisions 
by? 

And,  secondly,  if  they  have  been  looked  at,  are  there  industries 
that  you  have  concerns  about  as  it  relates  to  economic  growth  and 
job  growth  as  we  look  to  the  future? 

Secretary  Bentsen.  Congressman,  we  don't  have  details  on  all 
the  industries — we  don't — but  we  have  chosen  some  where  we 
thought  that  there  was  a  potential  problem.  We  did  examine  the 
aluminum  industry  because  we  know  it  is  energy  intensive  in  its 
product.  So  while  some  have  been  picked  out  and  studied,  we  don't 
have  information  across  the  board. 

Our  analysis  has  been  macroeconomic,  in  general,  as  Dr.  Tyson 
was  advising  you. 

Mr.  Payne.  Well,  do  you  intend  to  pursue  that  for  other  indus- 
tries or  do  you  think  you  have  sufficiently  looked  at  those  indus- 
tries that  are  the  critical  ones  and  that  you  made  the  determina- 
tion that,  because  of  the  way  you  have  structured  the  tax,  the 
amount  of  the  tax  and  the  fact  that  it  is  phased-in  over  time  that 
the  market  economy  will  be  able  to  absorb  that  sufficiently  so  there 
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won't  be  any  downturns  and  there  won't  be  job  losses  as  a  result 
of  some  of  those  tax  policies? 

Secretary  Bentsen.  Well,  we  have  done  some  things  there.  R&D, 
for  example,  we  know  that  that,  obviously,  is  going  to  help  high 
tech,  it  is  going  to  help  research-intensive  companies,  and  that  is 
a  plus  for  that  segment,  those  types  of  companies.  We  know  that 
the  ITC  helps  companies  in  their  regular  tax.  We  know  that  the 
AMT  and  what  we  do  there  helps  capital-intensive  companies.  And 
where  you  had,  in  effect,  three  computations  as  far  as  depreciation, 
we  get  it  down  to  one,  and  then  we  shorten  the  depreciation  period 
on  that  one,  too.  So  for  capital-intensive  companies  that  is  a  major 
plus.  It  will  be  quite  effective  for  them. 

Mr.  Payne.  Thank  you,  Mr.  Secretary. 

Chairman  ROSTENKOWSKI.  Mr.  McCrery. 

Mr.  McCrery.  Thank  you,  Mr.  Chairman. 

Mr.  Secretary,  I  noted  with  interest  your  chart  comparing  our 
tax  burden  with  some  of  our  international  competitors.  I  would 
only  note  that  some  of  those  nations  have  seen  the  errors  of  their 
high  tax,  big-government  ways  and  seem  to  be  coming  back  toward 
our  way  of  doing  business.  I  would  hate  to  see  us  pass  them  in  the 
night  going  the  other  way. 

I  am  from  one  of  your  neighboring  States,  Louisiana,  and  I  go 
home  almost  every  weekend  to  talk  with  my  constituents.  In  talk- 
ing with  them  about  your  package,  the  most  often-heard  comment 
is,  we  want  spending  cuts  first  and  taxes  later  if  necessary.  In  talk- 
ing with  my  colleagues,  it  seems  that  that  is  what  they  are  hearing 
at  home,  too.  Yet  in  your  testimony  spending  cuts  are  roughly 
equal  to  tax  increases  only  in  the  fifth  year. 

If  one  looks  at  the  effect  over  the  first  five  years  of  the  plan,  you 
see  that  the  plan  is  heavily  front  loaded  with  tax  increases  and  not 
so  much  with  spending  cuts.  So  it  seems  to  go  against  what  my 
constituents  are  telling  me — that  they  want  spending  cuts  first, 
taxes  later  if  necessary. 

The  House  and  Senate  Democrats,  I  understand,  have  said  some- 
thing similar  to  the  administration.  According  to  one  report,  the 
Senate  Democrats  are  going  to  ask  you  to  include  an  additional  $90 
billion  in  spending  cuts  in  your  plan. 

I  am  just  wondering  at  what  point  do  you  think  we  come  up  with 
a  plan  that  is  too  big — whether  it  is  composed  of  spending  cuts  or 
tax  increases — in  terms  of  its  effect  on  the  economy?  Can  you  ac- 
commodate another  $90  billion  in  spending  cuts  without  reducing 
the  tax  increases?  Have  you  considered  reducing  the  tax  increases 
in  favor  of  more  spending  cuts? 

Secretary  Bentsen.  Well,  part  of  the  problem.  Congressman,  is 
when  you  are  talking  about  spending  cuts  and  trying  to  put  them 
into  effect  and  trying  to  put  them  into  effect  immediately.  For  ex- 
ample, what  is  happening  in  defense,  the  cuts  that  are  made  there. 
I  think  that  is  as  far  as  we  ought  to  go.  And  we  are  talking  about, 
as  I  recall,  $37  billion  in  cuts  in  defense  by  the  year  1997.  You  go 
more  than  that,  you  are  going  to  have  that  many  more  people  out 
looking  for  jobs. 

It  has  taken  a  while  for  this  defense  conversion  to  take  effect.  It 
doesn't  happen  overnight.  So  if  you  try  to  do  much  more  in  spend- 
ing cuts  right  up  front,  dramatically,  at  the  beginning,  I  think  you 
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are  more  in  danger  of  delaying  this  recovery  and,  in  addition,  put- 
ting a  lot  more  people  out  on  the  streets.  And  that  gives  me  great 
concern. 

We  are  talking  about  laying  off  of  employees — of  100,000  employ- 
ees in  the  Federal  Government  over  these  three  or  four  years  now, 
and  yet  we  want  to  do  it  by  a  managed  attrition.  That  seems,  cer- 
tainly, the  more  humane  way  to  do  it,  and  a  better  scheduling 
where  we  can  make  the  changes  that  are  necessary  in  our  tables 
of  organization  and  our  administration  and  our  job  descriptions 
and  the  rest  of  it.  So  we  gave  consideration  to  the  other  but  felt 
that,  insofar  as  any  dramatic  dislocation,  we  just  shouldn't  do  that. 

Once  we  get  out  to  the  year  1997,  and  if  you  bring  about  some 
more  of  these  cuts  we  are  talking  about,  whether  they  are  cuts  that 
the  Budget  Committee  is  talking  about  or  something  more  insofar 
as  the  Senate,  I  think  that  you  will  see  the  50/50  ratio  move  to  the 
other  side.  The  ratio  of  the  cuts  and  the  reduction  of  spending  will 
probably  be  more  than  the  tax. 

Mr.  McCrery.  Well,  just  let  me  give  you  some  figures  so  my  con- 
stituents will  know  what  this  plan  is.  For  the  first  five  years  of  im- 
plementation, if  you  change  just  the  tax  increases  that  the  CBO 
and  Joint  Tax  Committee  have  indicated  should  be  scored  as  tax 
increases  and  not  as  spending  cuts,  move  that  to  the  proper  side 
of  the  ledger,  then  you  get  about  70  percent  of  the  deficit  reduction 
package  coming  from  increased  taxes  and  only  30  percent  from 
spending  cuts. 

That  is  not  what  my  constituents  are  telling  me  they  want,  and 
I  hear  you  saying  they  can't  have  what  they  want,  that  we  can't 
cut  spending  enough  to  get  back  that  kind  of  reduction.  I  would 
submit  to  you  that  a  number  of  us  on  this  side  of  the  aisle  and  per- 
haps some  on  your  side  of  the  aisle  will  be  coming  up  with  some 
suggestions  for  areas  that  can  be  cut,  and  the  outlays  will,  in  fact, 
give  us  some  numbers  that  will  reach  those  deficit  reduction  fig- 
ures that  you  would  like  to  reach. 

Secretary  Bentsen.  Congressman,  we  would  be  pleased  to  con- 
sider them. 

Chairman  ROSTENKOWSKI.  Mr.  Hoagland  will  inquire. 

Mr.  Jefferson  will  inquire. 

Mr.  Jefferson.  Thank  you,  Mr.  Chairman. 

Mr.  Secretary,  Like  so  many  on  this  committee,  I  have  witnessed 
your  long  and  distinguished  career  of  public  service.  And  I  think 
the  President  showed  great  wisdom  in  offering  you  the  position  you 
now  have,  and  you  did  us  a  great  service  accepting  it. 

Secretary  Bentsen.  You  are  very  generous,  sir. 

Mr.  Jefferson.  I  am  very  pleased  to  be  a  part  of  this  hearing 
and  to  hear  your  testimony  and  your  answers  to  the  questions.  I 
fully  expect  to  support  this  package.  I  think  it  is  balanced  and  fair. 
There  are  some  things,  however,  that  I  do  have  some  questions 
about,  that  I  hope  in  the  course  of  things  we  can  straighten  up,  if 
possible. 

Now,  according  to  figures  compiled  by  the  Travel  and  Tourism 
Administration  of  the  Commerce  Department,  tourism  is  now 
America's  third  largest  industry.  In  my  city.  New  Orleans,  it  is  the 
first,  and  in  my  State  it  is  the  second  to  oil  and  g£is.  It  employs 


180 

six  million  people  directly  and  millions  more  indirectly  and  has  a 
payroll  of  almost  $100  billion. 

Travel  and  tourism  is  labor  intensive,  yielding  a  strong  return  in 
jobs  created  per  dollar  invested.  In  fact,  our  records  show  that  for 
every  $15,000  invested,  a  job  is  created.  And  so  expenditures  on 
meals  and  entertainment  for  business  travelers  away  from  home 
seems  to  have  the  effect  of  being  an  economic  stimulus  by  creating 
permanent  jobs.  Noteworthy  also  in  its  context  is  the  fact  that  vir- 
tually every  major  convention  center  in  the  country  is  located  in  an 
urban  center,  like  my  city. 

Wouldn't  the  effect  of  raising  rather  than  lowering  the  deduction 
for  business  travelers  create  more  job  opportunities  for  inner  city 
residents  who  were  left  behind  by  the  economic  policies  of  the  past 
12  years  rather  than  the  way  this  policy  seems  to  be  suggesting  by 
the  package? 

Secretary  Bentsen.  Well,  when  I  think  of  the  attractiveness  of 
New  Orleans — I  don't  think  you  are  going  to  have  any  problem  in- 
sofar as  entertainment  or  conventions.  I  have  been  there  many 
times  myself  and  shared  in  its  hospitality. 

I  can  also  say  I  can  recall  when  we  reduced  the  expense  allow- 
ance on  meals  and  entertainment  to  80  percent,  the  prophecies  we 
had  of  what  it  was  going  to  do  to  restaurants,  to  entertainment  and 
the  rest  just  didn't  happen,  and  people  kept  on  entertaining,  and 
they  kept  on  eating. 

And  I  know  that  when  you  are  talking  about  taking  people  out 
to  entertain  them  that  part  of  that  is  personal  consumption,  and 
it  has  always  been  a  problem,  an  issue  trying  to  decide  what 
should  be  disallowed  in  that  regard.  We  believe  that  the  50/50  allo- 
cation brings  out  a  fair  balance  in  that,  and  I  am  optimistic  that 
it  is  not  going  to  see  any  reduction  insofar  as  tourism  to  New  Orle- 
ans or  the  use  of  your  convention  centers.  I  think  those  will  con- 
tinue on  just  as  they  did  when  we  reduced  it  to  80  percent. 

Mr.  Jefferson.  Well,  I  hope  you  are  right  about  that,  and  I  hope 
that  you  will  be  open  and  the  administration  will  be  open  to  maybe 
hearing  a  few  other  arguments  along  those  lines  as  we  proceed 
with  this  process. 

Secretary  Bentsen.  Congressman,  I  am  sure  we  will  hear  a  lot 
of  those  arguments. 

Mr.  Jefferson.  Yes,  sir.  I  just  hope  you  will  be  open  to  think 
about  that  particular  one.  That  is  really  important  to  us. 

One  other  one  that  is  important  to  folks  who  represent  areas  like 
mine — there  is  no  particular  one  area  like  mine,  as  you  know,  but 
who  represent  cities  with  transit  authorities — I  am  concerned 
about  the  effect  of  the  Btu  tax  there  for  the  use  of  fuel  for  gasoline 
and  other  fuels.  There  are  exemptions  in  the  law  that  permit  local 
governments  and  State  governments  and  nonprofits  not  to  pay  the 
tax.  Is  there  a  similar  exemption  or  will  there  be  with  respect  to 
the  application  of  the  Btu  energy  tax? 

Secretary  Bentsen.  I  must  say  I  have  not  gotten  into  that  detail. 
I  know  what  we  are  talking  about  insofar  as  the  extension  and  the 
added  appropriations  for  mass  transit  and  for  highway  and  bridge 
construction,  that  we  are  pushing  for  that,  and  I  would  hope  that 
that  would  counteract  the  problem,  but  I  would  be  delighted  to  look 
at  the  details. 
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Mr.  Jefferson.  Yes,  I  would  really  appreciate  that  if  you  would. 
I  know  there  was  some  talk  early  on  about  the  oil  import  fee,  and 
I  know  there  was  a  great  deal  of  discussion  about  that  and  a  great 
controversy  about  it,  but  was  that  seriously  looked  at  by  the  ad- 
ministration? And  if  you  can  tell  me  what  are  the  shortcomings, 
what  would  prevent  the  administration  from  embracing  it  as  an  op- 
tion? 

I  know  we  have  problems  in  the  northeast  with  oil  usage  and  all 
that,  but  we  could  solve  those  with  the  various  credits  and  breaks 
that  we  could  have  the  imagination  to  create.  Is  there  any  reason 
why  that  wouldn't  be  a  way  to  look  at  dealing  with  some  of  these 
critical  issues? 

Secretary  Bentsen.  Congressman,  we  looked  at  an  oil  import  fee, 
and  we  knew  the  kind  of  problem  we  would  have  in  New  England 
with  that  one.  We  looked  at  a  gasoline  tax,  and  we  looked  at  prob- 
lems of  States  like  yours  and  mine  that  depend  a  lot  on  the  auto- 
mobile and  how  that  would  hit  us  in  an  uneven  way  as  compared 
to  the  rest  of  the  country.  We  looked  at  a  coal  tax,  carbon  tax,  and 
we  looked  at  what  that  would  mean  to  States  that  are  major  pro- 
ducers of  coal. 

And,  finally,  we  came  up  with  one  in  the  Btu  tax  that  we  thought 
would  fight  pollution,  would  have  a  fairly  balanced  effect  across  the 
regions  of  the  United  States  and,  at  the  same  time,  bring  about 
some  conservation. 

When  we  talk  about  reducing  the  imports  of  oil  by  some  350,000 
barrels,  that  is  a  plus.  Today,  we  are  importing  about  a  billion  dol- 
lars worth  of  oil  a  week.  So  we  do  bring  about  some  conservation 
in  trying  to  help  in  that  regard  with  this  Btu  tax,  but,  as  far  as 
having  an  import  fee  and  doing  it  that  way,  I  don't  think  that  can 
come  to  pass. 

I  must  tell  you,  Congressman,  I  sponsored  one  of  those  one  time 
in  the  Senate.  I  did  not  get  51  percent. 

Mr.  Jefferson.  Thank  you,  Mr.  Secretary. 

Thank  you,  Mr.  Chairman. 

Chairman  ROSTENKOWSKI.  Mr.  Reynolds  will  inquire. 

Mr.  Reynolds.  Thank  you,  Mr.  Chairman. 

Mr.  Secretary,  thank  you  so  much  for  your  testimony  today,  and 
I  was  really  looking  forward  to  it. 

Two  different  areas — one  area  I  want  to  follow  up  on,  yesterday's 
questioning  of  Director  Panetta.  This  has  been  a  lot  of  talk  about 
the  so-called  sin  taxes,  meaning  taxes  on  alcohol  and  tobacco, 
and — as  they  relate  to  the  revenue  as  it  relates  to  health  care.  In- 
deed, the  First  Lady  was  quoted  yesterday  in  an  interview  with  the 
Associated  Press  as  saying  such  taxes  were  a  good  revenue  source 
because  "those  are  health  related." 

I  have  introduced  legislation  that  would  effectively  double  the  ex- 
cise tax  on  firearms,  and  people  have  tried  to  compare  that  to,  if 
we  are  going  to  have  sin  taxes,  let's  also  raise  this  excise  tax  so 
we  can  have  money  to  help  go  to  hospitals  to  treat  uninsured  gun- 
shot victims.  This  tax  has  raised  quite  a  bit  of  money  since  it  was 
first  implemented  in  1940.  Last  year,  there  was  $123  million. 

Are  these  kind  of  new  approaches  and  different  taxes  something 
that  you  will  be  willing  to  consider? 
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Secretary  Bentsen.  Well,  let  me  say  that  that  is  new,  as  far  as 
I  know.  And  one  of  those  things  that  we  will  be  pleased  to  study — 
we  will  put  it  on  the  list  to  study  it,  but  I  have  not  addressed  that 
one. 

Thank  you  for  your  contribution  on  it. 

Mr.  Reynolds.  Thank  you,  Mr.  Secretary. 

My  other  question  is  in  the  area  of  enterprise  zones.  I  am  glad 
to  hear  you  mention  enterprise  zones,  and  I  believe  the  concept, 
implemented  correctly,  could  provide  tremendous  benefits  to  com- 
munities and  neighborhoods  that  I  represent.  While  recognizing  the 
details  of  the  proposal  are  still  being  worked  out,  could  you  provide 
some  indication  as  to  how  many  zones  the  administration  is  consid- 
ering? 

There  was  some  confusion  during  yesterday's  testimony  that  the 
number  might  be  30  or  50.  My  colleague,  Congressman  Rangel, 
mentioned  that  he  had  heard  the  number  was  as  low  as  10.  Can 
you  clear  up  this  confusion  or  do  you  have  any  idea  as  to  how  many 
we  are  talking  about  here? 

Secretary  Bentsen.  Let  me  add  to  it.  We  started  out  talking 
about  50.  I  have  heard  10,  I  have  heard  150.  We  are  obviously 
working  on  it  and  haven't  come  to  a  conclusion.  We  are  pleased  to 
have  any  input  you  might  have  on  it. 

Mr.  Reynolds.  Has  there  been  any  thought  on  allocation?  How 
far  are  we  on  this?  Is  this  something  we  are  just  sort  of  talking 
about  on  the  surface? 

Secretary  Bentsen.  No,  no.  We  have  some  proposals,  as  we  had 
in  the  last  tax  bills  last  year.  Those  are  things  you  start  out  with. 
You  look  at  those  and  then  you  say,  now  what  can  we  do  to  im- 
prove on  that  approach?  And  that  is  what  we  are  doing. 

Mr.  Reynolds.  I  have  seen  them  in  H.R.  11.  I  saw  them  in — also 
in  H.R.  13. 

Secretary  Bentsen.  I  was  very  much  involved  in  that,  as  were 
the  members  of  this  committee. 

Mr.  Reynolds.  Thank  you  very  much,  Mr.  Secretary. 

Secretary  Bentsen.  Surely. 

Chairman  ROSTENKOWSKI.  Mr.  Hancock  will  inquire. 

Mr.  Hancock.  Thank  you,  Mr.  Chairman. 

The  Clinton  proposal  will  limit  meal  deductions  to  50  percent. 
Does  this  mean  that  employees  of  tax-exempt  organizations,  includ- 
ing the  Federal  Government,  will  have  to  include  the  expenses  they 
incur,  but  for  which  a  deduction  is  denied,  in  their  gross  income? 

Secretary  BENTSEN.  I  don't  think  we  have  addressed  that  in  the 
proposal  at  all. 

Mr.  Hancock.  But  it  would  seem  to  me  that,  for  fair  treatment 
of  business  deductions,  anybody  that  is  traveling  at  government  ex- 
pense should  have  to  pay  the  tax  on  their  meals  that  are  paid  for 
by  the  taxpayers  while  they  travel. 

Secretary  Bentsen.  You  are  talking  about  an  imputed  income 
there.  Is  that  what  you  are  talking  about? 

Mr.  Hancock.  Yes,  sir. 

Secretary  Bentsen.  That  is  an  interesting  proposal. 

Mr.  Hancock.  Thank  you. 

Chairman  ROSTENKOWSKI.  Mr.  Kleczka  will  inquire. 

Mr.  Coyne  will  inquire. 
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Mr.  Coyne.  Thank  you,  Mr.  Chairman. 

Mr.  Secretary,  is  there  any  economic  analysis  available  within 
the  administration  as  to  what  effect  the  increase  in  the  inland  wa- 
terways fuel  tax  from  19  cents  per  gallon  to  $1.19  cents  per  gallon 
will  have  on  the  goods  that  use  the  inland  waterways? 

Secretary  Bentsen.  That  is  a  use  fee,  as  I  understand  it,  that 
0MB  is  proposing,  isn't  it?  At  Treasury,  we  don't  have  that  study. 
You  would  have  to  talk  to  0MB. 

Mr.  Coyne.  My  concern  is  that — particularly  local  communities 
who  depend  on  the  waterways  for  their  local  products — would  be 
placed  at  a  competitive  disadvantage. 

On  another  subject,  one  of  the  advantages,  as  we  know,  of  the 
value-added  tax  is  the  relative  simplicity  of  applying  it  and  making 
it  border  adjustable.  The  advocates  of  a  value-added  tax  always 
make  that  point  that  it  is  easily  made  border  adjustable  and,  as 
a  result,  helps  our  companies  in  the  competitive  situation  relative 
to  foreign  producers.  Is  there  any  consideration  to  make  the  Btu 
border  adjustable? 

Secretary  Bentsen.  No,  we  have  not  given  consideration  to  that. 

Mr.  Coyne.  And  that  is  not  likely  to  happen? 

Secretary  Bentsen.  That  is  not  anticipated. 

Mr.  Coyne.  Thank  you  very  much. 

Secretary  Bentsen.  Surely. 

Chairman  Rostenkowski.  Mr.  Neal  will  inquire. 

Mr.  Neal.  Thank  you,  Mr.  Chairman. 

Let  me  applaud  the  appointment  of  Secretary  Bentsen  as  well. 
I  have  been  impressed  by  his  career  achievements  for  many  years. 
The  Individual  Retirement  Account — I  filed  my  own  version  last 
year — was  inspired  by  the  version  that  you  submitted  as  a  member 
of  the  legislative  branch  of  the  government — and  I  haven't  heard 
you  say  anything  about  it  as  a  member  of  the  executive  branch  of 
the  government  this  morning. 

I  think  we  would  all  agree  that  a  number  one  economic  problem 
that  America  faces  is  our  low  national  savings  rate.  Mr.  Pickle  and 
I  have  been  conferring  on  this  issue,  and  we  are  kind  of  awaiting 
your  suggestion  at  this  point  ever  so  hopeful  that  you  will  offer  the 
same  standard  that  you  did  as  a  Member  of  the  Senate  and  Chair- 
man of  the  Finance  Committee  and  swiftly  move  forward  with  an 
Individual  Retirement  Account  proposal. 

Secretary  Bentsen.  Congressman,  that  subject  is  one  that  is 
dear  to  my  heart,  as  you  well  know.  And  when  you  get  as  long  in 
the  tooth  as  I  am  you  begin  to  draw  from  your  IRA  account,  and 
so  I  am  now  benefiting  from  mine. 

The  choice  is  how  you  take  care  of  savings  in  the  country.  One 
way  is  by  individual  savings.  And  they  certainly  need  to  be  in- 
creased in  this  country  where  they  are  about  half  that  of  the  Ger- 
mans, about  a  third  that  of  the  Japanese.  The  other  way  is  by  cut- 
ting back  on  the  public  deficit.  That  is  savings,  too.  In  this  in- 
stance, that  is  what  we  have  chosen  to  do,  and  we  have  gone  all 
out  to  cut  back  this  budget  deficit. 

So,  at  this  point,  I  have  a  choice  amongst  options  and  did  not  feel 
that  IRA  was  something  that  could  also  be  added  to  the  package. 
And  that  was  not  a  casual  decision  on  my  part.  It  was  one  I  felt 
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that  was  a  necessary  result.  That  does  not  mean  I  am  still  not  en- 
thusiastic about  IRAs  because  I  am. 

Mr.  Neal.  It  would  seem  to  me  that  it  offers  an  ideal  opportunity 
to  the  middle  class  to  put  aside  some  money  on  an  annual  basis 
for  savings.  And  if  that  is  the  notion  that  we  would  like  to  get  to, 
in  conclusion,  it  seems  as  though  we  ought  to  proceed  down  that 
path. 

But  let  me,  after  I  made  that  pitch,  let  me  ask  you  another  ques- 
tion. I  appreciate  the  sentiments  you  offered  this  morning  about 
the  different  regions  of  the  Nation  making  different  specific  sac- 
rifices as  the  plan  unfolds,  and  I  am  largely  supportive  of  the  pack- 
age that  you  and  the  President  have  offered,  but  I  have  to  make 
an  earnest  case  for  what  the  tax  does  to  oil  in  New  England. 

And  I  know  that  you  have  gone  down  this  road  before  in  your 
previous  life  as  Chairman  of  the  Senate  Finance  Committee,  but  I 
once  again  have  to  point  out  very  strongly  that  the  taxes  offered 
in  your  current  package  on  home  heating  oil  in  New  England  dis- 
proportionately hurts  the  poor.  I  know  you  are  going  to  suggest  the 
trade-off  is  the  tax  credit  that  has  been  offered  and  all,  but  I  just 
have  to  come  back  to  that  statement. 

I  am  in  a  district  that  is  adjacent  to  the  late  Silvio  Conte,  and, 
as  you  know,  he  had  a  field  day  for  many,  many  years  over  this 
issue,  and  I  feel  compelled  to  speak  with  the  same  strength  that 
he  did  on  this  issue. 

Secretary  Bentsen.  Let  me  say  that  if  you  get  on  a  per  capita 
basis,  the  impact  is  more  on  New  England.  If  you  get  on  an  eco- 
nomic basis,  it  is  less  in  New  England  because  you  have  a  higher 
average  income  than  other  parts  of  the  country. 

We  put  in  LIHEAP,  and  we  boosted  it  substantially  to  try  to  help 
in  that  regard  for  those  of  lower  income.  We  did  that  also  for  the 
earned  income  tax  credit,  and  we  also  did  it  for  food  stamps  to  try 
to  see  that  that  balanced  out.  So  that  is  the  way  we  tried  to  aver- 
age it  out  across  the  country. 

Mr.  Neal.  Thank  you,  Mr.  Chairman. 

Chairman  ROSTENKOWSKI.  Mrs.  Johnson  will  inquire. 

Mrs.  Johnson.  Thank  you,  Mr.  Chairman,  and  welcome,  Mr.  Sec- 
retary. It  really  is  a  pleasure  to  have  you,  and  I  commend  you  on 
a  really  excellent  presentation. 

I  am  also  very  pleased  with  the  leadership  that  you  are  providing 
on  the  issue  of  credit  crunch,  and  I  hope  that  you  will  be  more  suc- 
cessful than  your  predecessor  in  getting  the  relevant  agencies  to 
work  together  to  actually  make  the  agreements  that  are  necessary 
to  effect  the  regulatory  system  in  the  way  that  you  propose. 

Past  efforts  have  not  been  able  to  get  the  FDIC,  the  Controllers 
Office,  and  the  other  critical  parties  to  agree  and  go  forward.  So  I 
wish  you  well.  Solving  that  problem  would  do  more  to  stimulate  the 
economy  in  the  northeast  than  anything  in  this  package  or  any- 
thing any  of  us  will  do  in  the  next  6  months  or  a  year.  Given  the 
enormity  of  the  economic  problems  of  Connecticut,  I  do  hope  that 
that  can  be  moved  forward  with  some  real  speed. 

Second,  I  want  to  raise  some  questions  about  the  tax  proposal 
that  you  have  put  before  us.  Martin  Feldstein,  I  think  it  was,  in 
an  article  recently  suggested  that  if  those  affected  by  the  higher 
tax  rates  sheltered  just  10  percent  of  their  income  or  changed  the 
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way  they  managed  their  income  so  10  percent  less  of  their  taxable 
income  was  taxable,  that  in  fact,  you  would  not  raise  any  of  the 
new  revenues  you  are  projecting.  Of  course,  if  that  happened,  the 
impact  on  deficit  reduction  would  be  staggering. 

It  seemed  to  me,  from  the  examples  that  he  gave,  that  he  made 
a  very  good  case.  I  want  to  ask,  did  you  make  any  assumption  of 
behavioral  changes  in  your  projections? 

Secretary  Bentsen.  Yes,  we  very  definitely  did.  Treasury  did 
that.  There  is  some  disagreement,  obviously,  between  Joint  Tax 
and  Treasury,  and  it  has  been  traditional  when  you  are  talking 
about  higher  income,  and  the  behavioral  response  was  very  defi- 
nitely factored  into  it. 

Let  me  say,  insofar  as  the  first  part  of  your  statement,  that  we 
have  been  very  pleased  with  the  kind  of  response  that  we  have  had 
in  the  way  of  cooperative  effort  on  the  part  of  the  FDIC,  the  Comp- 
troller of  the  Currency  and  the  Federal  Reserve  insofar  as  the  cred- 
it crunch,  and  the  President  will  be  announcing  that  within  a  cou- 
ple of  hours. 

Mrs.  Johnson.  When  he  announces  it,  will  he  actually  announce 
an  agreement  among  those  agencies  as  to  how  it  will  be  imple- 
mented and  precisely  what  the  new  regulations  will  be? 

Secretary  Bentsen.  We  don't  have  the  regulations  yet.  That  will 
take  a  bit.  But  it  will  be  a  regulatory  effort  because  we  can  do  that 
expeditiously. 

Mrs.  Johnson.  Well,  I  look  forward  to  that.  Thank  you. 

I  want  to  support  the  comments  of  my  colleague  from  the  other 
side  of  the  aisle  on  New  England's  concern  about  the  impact  of  the 
energy  tax.  To  tax  oil  twice  as  heavily  as  natural  gas  will  put  a 
very  heavy  burden  on  many  who  depend  on  home  heating  oil  and 
also  many  small  businesses  because  they  are  in  areas  where  there 
is  no  natural  gas.  A  lot  of  New  England  is  very  rocky,  and  there 
is  not  access  to  gas,  so  there  is  not  the  possibility  of  switching. 

I  am  very  concerned  about  the  impact  of  the  energy  tax  on  our 
competitiveness  because  the  margins  of  profit  are  very  thin  and 
competitiveness  is  a  very  tightly  contested  issue  moment  to  mo- 
ment, product  to  product,  week  to  week,  and  so  on. 

It  is  true  that  Europe  taxes  gasoline  far  more  heavily  than  we 
do,  but  they  tax  people  who  buy  gasoline  for  their  cars.  My  under- 
standing is,  and  I  believe  I  am  correct  in  this,  that  there  is  no  tax 
on  manufacturing  fuels,  so  that  the  increase  in  fuel  costs  for  our 
manufacturers  is  a  far  heavier  burden  than  that  as  Europeans.  So, 
while  they  tax  energy  more  heavily,  they  tax  energy  differently 
than  we  do,  and  it  has  less  impact  on  competitiveness. 

Secretary  Bentsen.  Congress  woman  Johnson,  I  have  been  ad- 
vised very  strongly  that  their  tax  on  energy,  too,  is  substantially 
higher  than  ours. 

Mrs.  Johnson.  Well,  I  certainly  would  like  to  get  that  straight 
because  there  seems  to  be  really  contradictory  information.  Thank 
you. 

Chairman  ROSTENKOWSKI.  Mr.  Andrews  will  inquire. 

Mr.  Andrews.  Thank  you,  Mr.  Chairman. 

Gk)od  morning,  Mr.  Secretary.  It  is  an  honor  to  have  you  here  be- 
fore our  committee. 
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I  would  like  to  ask  you  to  address  your  thoughts  for  a  few  mo- 
ments about  the  energy  component  in  the  bill.  I  have  a  specific 
question  relating  to  a  potential  tax  credit  for  industrial  use  by  a 
manufacturing  company  or  manufacturing  use  by  large  corporate 
companies.  Is  there  a  possibility  for  a  tax  credit  to  alleviate  the  im- 
pact of  the  Btu  tax? 

But,  broader  than  that,  I  would  really  like  you  to  address  what 
you  think  the  impact  of  this  tax  is  going  to  be  on  the  producing 
States.  I  have  heard  you  many  times  recite  the  statistics  concern- 
ing States  like  Texas,  Louisiana  and  Oklahoma  who  have  been  the 
hardest  hit  in  the  1980s  and  first  part  of  this  decade.  Adding  to- 
gether all  of  the  job  losses  in  other  troubled  industries  does  not 
come  close  to  the  jobs  affected  in  the  energy  sector. 

How  does  this  tax  affect  an  energy  strategy?  What  are  the  spe- 
cific steps  you  think  the  administration  and  the  Congress  need  to 
take  to  address  a  tougher,  more  aggressive  energy  strategy  for  this 
decade  and  the  next?  What  do  we  do  to  put  people  back  to  work 
in  the  oil  patch,  and  raise  the  rig  count  and  encourage  domestic 
production? 

Secretary  Bentsen.  Well,  one  of  my  objectives  is  to  get  this  econ- 
omy moving  again,  and  what  we  are  talking  about  with  the  invest- 
ment tax  credit,  what  we  are  talking  about  for  small  business  on 
capital  gains,  what  we  are  talking  about  with  getting  the  deficit 
down  and  reducing  interest  rates,  those  are  things  that  ought  to 
get  this  economy  moving  better  than  it  has  in  the  past. 

Now  let's  get  specifically  to  oil  and  gas  in  the  State  of  Texas, 
Louisiana,  other  oil  States.  Every  barrel  of  oil  that  is  raised  in 
those  States  is  going  to  be  sold.  The  impact  will  be  on  imported  oil, 
and  that  is  where  we  anticipate  about  a  350,000  barrel  reduction. 

What  you  are  going  to  see  also  is  an  increase  in  the  use  of  natu- 
ral gas,  a  cleaner  burning  fuel,  one  that  we  have  an  abundant  sup- 
ply of  in  the  United  States  which  will  help  reduce  some  of  the  de- 
pendence on  foreign  oil  and,  in  turn,  add  to  our  balance  in  pay- 
ments and  trade.  So,  overall,  I  don't  see  those  energy-producing 
States  in  oil  and  gas  affected  in  a  way  that  will  be  to  their  dis- 
advantage. I  don't  believe  that. 

Mr.  Andrews.  Compared  to  other  energy  taxes  like  a  gasoline  ex- 
cise tax,  do  you  see  the  Btu  tax  as  a  less  onerous  tax  on  the  pro- 
ducing segment  of  our  economy? 

Secretary  Bentsen.  I  think  you  have  got  a  much  more  even  dis- 
tribution across  the  country  from  a  regional  standpoint,  and  I  think 
the  impact  will  be  quite  modest. 

Mr.  Andrews.  One  of  the  things  people  say  about  the  gasoline 
excise  tax  is  the  machinery  is  already  in  place.  It  is  an  easy  tax 
to  use  for  generating  money.  Critics  say  that  the  Btu  tax  is  com- 
plicated, and  troublesome.  It  is  hard  to  know  what  the  real  impact 
on  the  industry  will  be.  What  are  your  thoughts  about  that? 

Secretary  Bentsen.  Well,  I  think  that  you  can't  overcome  the  re- 
gional disparity  and  impact  when  you  are  talking  about  a  gasoline 
tax,  talk  about  the  traveling  salesman,  talk  about  the  fellow  that 
has  to  drive  a  long  ways  to  work.  That  is  a  great  distortion  in  the 
way  it  affects  them.  That  is  why  we  did  not  choose  that  one  to  be 
the  primary  emphasis. 
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But  could  I  make  the  same  statement  about  coal  States?  Could 
I  talk  about  New  England  as  these  folks  have  been  talking  about 
heating  oil?  So  it  has  not  been  an  easy  thing  to  try  to  see  that  we 
do  it  in  as  equitable  and  an  evenhanded  way  as  we  could  across 
the  different  regions. 

Mr.  Andrews.  One  more  question,  on  a  different  subject. 

I  have  worked  for  several  years  on  a  passive  loss  bill  to  affect 
real  estate  professionals.  That  bill  has  been  modified,  changed  and 
narrowed  in  its  scope  to  really  focus  on  those  in  the  profession  of 
real  estate  business.  We  had  a  large  majority  of  Members  of  the 
102d  Congress  that  supported  that  measure.  It  is  now  in  the  Presi- 
dent's proposals.  Do  you  believe  that  this  bill  will  help  the  econ- 
omy? Is  it  in  there  to  act  as  a  stimulus  to  our  economy  and  is  it 
important  that  it  pass? 

Secretary  Bentsen.  I  certainly  do.  I  think  it  will  be  a  stimulus. 
I  think  what  you  have  is  real  estate  that  is  in  a  very  serious  way, 
from  an  economic  standpoint.  I  believe  that  when  we  are  talking 
about  passive  losses  for  people  that  are  truly  in  the  real  estate 
business,  we  are  putting  them  on  the  same  basis  as  other  busi- 
nesses and  restoring  that  to  them,  and  I  think  that  is  of  help. 

I  think  what  you  are  going  to  see  and  the  way  of  what  the  Presi- 
dent proposes  this  afternoon  for  the  banks  and  the  loosening  of 
some  credit  that  that,  too,  is  going  to  be  very  helpful  to  the  real 
estate  business. 

Mr.  Andrews.  Thank  you,  Mr.  Secretary. 

Chairman  ROSTENKOWSKI.  Mr.  Lewis  will  inquire. 

Mr.  Lewis.  Thank  you,  Mr.  Chairman. 

Mr.  Secretary,  I  want  to  welcome  you  here  today.  It  is  good  to 
see  you.  Our  President  could  not  have  made  a  better  selection  for 
the  head  of  the  Department  of  Treasury.  Our  taxes  and  our  tax 
system  are  in  good  hands  with  you  as  Secretary. 

Secretary  Bentsen.  You're  very  generous,  sir. 

Mr.  Lewis.  I  said,  Mr.  Secretary,  I  think  as  a  Nation  and  as  a 
people  we  are  more  than  lucky,  we  are  blessed  to  have  you  as  Sec- 
retary of  the  Department  of  Treasury.  I  want  to  say  from  the  out- 
set that  your  proposal,  your  package,  will  have  the  support  of  this 
Member  because  I  think  it  is  an  honest  and  good  proposal. 

Secretary  Bentsen.  Thank  you. 

Mr.  Lewis.  I  just  want  to  get  your  comments  on  what  your  tax 
proposal  would  do  to  aid  our  cities.  Our  cities  are  the  heart  of  our 
Nation.  Our  cities  are  in  trouble.  Our  cities  are  in  need. 

We  have  crime,  and  we  have  a  great  deal  of  violence.  There  is 
a  need  for  affordable  housing.  The  infrastructure  is  falling  apart  in 
most  of  our  cities.  We  need  to  fix  our  roads  and  bridges.  We  need 
to  clean  up  our  water.  We  need  new  sewers. 

For  this  Member,  I  would  like  for  you  to  elaborate  on  how  your 
proposal  will  affect  cities  like  Atlanta.  It  is  not  a  big  city  like  Dal- 
las or  Houston.  It  is  a  small  city  in  a  small  southern  State. 

Secretary  Bentsen.  Did  you  say  Atlanta?  You  wouldn't  pull  my 
leg,  would  you? 

Mr.  Lewis.  I  wouldn't  do  that,  Mr.  Secretary. 

Secretary  Bentsen.  It  is  a  beautiful  and  a  very  large  city. 

But  what  we  are  talking  about  in  that  doing  the  things  you  were 
talking  about,  on  roads  and  bridges,  emphasizing  that,  getting  the 


188 

infrastructure  bolstered  and  the  creation  of  jobs  that  go  with  it, 
trying  to  see  that  we  take  700,000  youths  off  the  streets  this  sum- 
mer and  give  them  jobs  for  the  summer  and  creation  on  an 
annuahzed  basis  of  some  half  a  million  jobs,  bring  about  enterprise 
zones  that  will  be  helpful  to  the  most  aggrieved  part  of  our  urban 
areas  to  see  what  we  can  do  to  turn  those  areas  around.  Create 
new  jobs,  tax  incentives  to  invest  in  those  areas,  to  do  what  has 
to  be  done  insofar  as  community  banks  in  those  areas,  trying  to  see 
that  they  make  the  kind  of  investments  in  those  areas  that  are 
needed  to  help  bolster  them. 

Those  are  all  pluses  aimed  at  urban  areas.  Trying  to  be  of  some 
assistance  to  them,  talking  about  Head  Start,  fully  funding  Head 
Start.  You  know,  for  us  to  have  epidemics  in  measles  in  this  day 
and  time  is  just  ridiculous.  Talking  about  the  immunization  of  chil- 
dren, spending  a  substantial  amount  of  money  to  get  that  one  done, 
you  get  a  payoff  of  $10  for  every  dollar  you  spend  in  that  regard. 
All  of  those. 

Mr.  Lewis.  Thank  you,  Mr.  Secretary. 

Thank  you,  Mr.  Chairman. 

Chairman  Rostenkowski.  Mr.  Grandy. 

Mr.  Grandy.  Thank  you,  Mr.  Chairman. 

Mr.  Secretary,  welcome.  I  want  to  applaud  you  on  the  presen- 
tation of  the  President's  proposal,  an  excellent  vision,  and  I  do  not 
intend  to  challenge  it  today  because  there  is  a  problem  that  is  de- 
veloping outside  of  the  stimulus  package  which  I  think  needs  your 
immediate  attention,  and  I  wanted  to  take  my  time  to  focus  you  on 
it. 

I  realize  that  you  have  been  involved  in  much  weightier  matters, 
and  this  is  probably  way  down  on  your  screen  right  now,  but  it  is 
a  little  piece  of  a  potentially  very  big  problem  in  grain  and  soy- 
bean-producing States.  Are  you  aware  of  the  Supreme  Court  deci- 
sion on  Arkansas  Best?  Are  you  familiar  with  that? 

Secretary  Bentsen.  I  have  not  looked  at  it  recently. 

Mr.  Grandy.  Okay.  That  may  be  part  of  the  problem  right  there. 
Let  me  just  try  and  take  my  time  to  explain  it  to  you,  Mr.  Sec- 
retary, because  this  is  a  problem  that  involves  a  potential  collision 
between  the  IRS  and  the  Department  of  Agriculture.  The  casualties 
will  probably  be  in  Iowa,  Illinois,  Kansas,  Missouri  and  some  of  the 
large,  as  I  said,  grain  and  soybean-producing  States. 

Basically,  the  Supreme  Court  has  ruled  that,  as  relates  to  hedg- 
ing and  buying  options  on  the  futures  market,  particularly  the  Chi- 
cago Board  of  Trade,  the  gains  are  treated  as  ordinary  income  and 
taxed  immediately,  while  the  losses  are  treated  as  capital  losses 
and  can  be  only  offset  with  capital  gains.  In  effect,  what  is  happen- 
ing here  is  the  farmer  is  basically  getting  the  worst  tax  treatment 
for  both  gains  and  losses. 

Now  the  reason  this  is  significant  at  this  juncture  is  the  Depart- 
ment of  Agriculture,  with  the  full  support  of  Congress,  has  initiated 
a  thing  called  the  options  pilot  program  which  is  designed  to  en- 
courage farmers  to  use  the  Board  of  Trade  to  hedge  against  risk. 
The  options  pilot  program  is  going  on  in  various  States  including 
my  own. 
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This  is  a  letter  that  was  sent  to  Chairman  Rostenkowski  by  the 
chairman  of  the  Agriculture  Committee,  Mr.  De  la  Garza,  and  the 
subcommittee  chairman  of  jurisdiction,  Mr.  English. 

The  letter  in  part  states  that  they  want  the  chairman  to  be 
aware  of  the  real  and  potentially  destructive  impact  IRS  policy  is 
having  on  an  agricultural  program  designed  to  demonstrate  innova- 
tive and  market-oriented  approaches  to  the  Nation's  agricultural 
policy  and  on  the  efficiency  and  effectiveness  of  hedging  markets. 

In  the  greater  context,  your  administration  is  proposing  signifi- 
cant reductions  in  agricultural  subsidies  which  I  must  tell  you,  as 
a  member  of  a  large  agricultural  district,  I  will  support  because  I 
think  it  is  fair  to  systematically  reduce  some  of  those  subsidies. 
But  if  you  are  intending  to  transfer  people  to  the  market  and  to 
a  form  of  private  insurance,  which  the  Board  of  Trade  represents, 
as  opposed  to  public  insurance,  and  you  are  hoping  through  the 
Uruguay  Round  to  become  more  based  on  agricultural  prices  from 
a  foreign  market  as  opposed  to  a  domestic  government  source,  this 
pilot  program  is  terribly  important.  A  confusing  or,  in  this  case, 
kind  of  punitive  IRS  policy  will  not  achieve  the  goal  that  I  think 
we  all  want,  which  is  to  make  farmers  more  responsive  to  the  mar- 
ket and  less  responsive  to  the  government. 

Now  my  understanding  is  this  can  be  fixed  two  ways:  A  ministe- 
rial act  by  yourself  or  your  subordinates.  Of  course,  one  of  the  prob- 
lems I  have  had  is  there  aren't  many  subordinates  there  for  me  to 
communicate  with  so  I  took  this  time  today.  But  this  is,  obviously, 
something  that  would  fall  under  the  IRS  commissioner,  whoever 
that  person  may  be,  or  it  can  be  done  legislatively. 

Now  I  would  prefer  this  to  be  done  by  you  and  with  you  because 
I  think,  although  there  may  be  some  disagreement  on  how  the  cap- 
ital losses  and  the  ordinary  gains  might  be  worked  out,  the  decision 
is  very  important  and  will  help  this  pilot  program  go  forward. 

I  realize  that  you  have  got  100  things  to  do  that  are  significantly 
more  important  to  you  than  this.  But,  based  on  the  communication 
I  am  having  with  constituents  and  members  of  the  Agriculture 
Committee,  this  is  a  potentially  very  big  deal  for  us,  Mr.  Secretary, 
and  I  think  an  initiative  that  this  administration  should  encourage, 
particularly  in  light  of  their  request  to  reduce  government  sub- 
sidies. 

With  the  Tax  Code,  in  my  view,  standing  in  the  way  of  a  market- 
oriented  agricultural  policy,  can  we  get  some  help  from  Treasury 
and/or  IRS,  either  ministerial  or  supporting  a  legislative  fix  which 
might  be  attached  to  the  stimulus  package? 

Secretary  Bentsen.  Congressman,  as  I  listen  to  you,  it  certainly 
is  a  genuine  problem.  I  would  also  assume,  as  I  evaluate  it,  that 
it  would  have  significant  revenue  implications,  so,  obviously,  it  has 
to  be  addressed. 

Mr.  Grandy.  Well,  it  has  significant  revenue  implications  for 
farmers  in  the  short  run  and  significant  implications  to  the  govern- 
ment in  the  long  run.  Because,  if  they  can't  use  the  Board  of  Trade 
creatively,  that  will  probably  oblige  them  to  come  back  to  the  gov- 
ernment for  price  supports. 

I  think  your  colleague  and  my  colleague,  Senator  Dole,  would 
concur  with  this,  too.  I  am  not  speaking  for  him  because  we  have 
not  discussed  this,  but  I  know  this  is  a  big  deal  in  Kansas  as  well 
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as  Iowa.  I  just  guess  what  I  want  from  you,  Mr.  Secretary,  is  some 
kind  of  signal  that  your  department  will  be  responsive  at  least  in 
communicating  with  my  office  and  the  principal  players  here  in 
trying  to  get  this  worked  out  so  we  don't  have  to  try  a  legislative 
solution  that  may  come  too  late. 

Secretary  Bentsen.  Congressman,  my  staff"  advises  me  they  are 
aware  of  the  problem,  and  let  me  dig  into  it  and  have  a  better  un- 
derstanding of  it. 

Mr.  Grandy.  Well,  I  appreciate  your  attention  to  this,  Mr.  Sec- 
retary. As  I  say,  it  is  not  as,  perhaps,  as  visionary  as  some  of  the 
stuff"  you  have  got  in  your  package,  but  it  is  very  much  in  the 
sights  of  a  lot  of  farmers  and  grain  producers  in  my  area. 

Secretary  Bentsen.  I  can  understand  that. 

Mr.  Grandy.  Thank  you. 

Chairman  ROSTENKOWSKI.  Mr.  Levin  will  inquire. 

Mr.  Levin.  Thank  you,  Mr.  Chairman. 

Mr.  Secretary,  welcome.  It  truly  is  wonderful  to  see  you  here  in 
this  capacity.  I  think  some  people  have  commented  on  the  lack  of 
contentiousness,  the  atmosphere  within  this  hearing.  I  think  part 
of  it  is  respect  for  you,  deeply  felt  respect  for  you. 

I  think  it  is  also  because  the  administration's  plan  is  basically 
right.  It  broke  the  ice,  and  it  is  trying  to  head  in  a  new  direction 
in  terms  of  fiscal  responsibility.  So  let  me  just,  if  I  might,  within 
that  context,  ask  you  or  comment  on  just  a  couple  of  things  quickly. 

Mr.  Matsui  referred  to  the  capital  gains  differential,  and  it  would 
now  be  quadrupled,  in  essence,  and  I  would  hope  that,  as  on  other 
things,  that  the  executive  and  legislative  branches  could  work  to- 
gether to  inquire  into  this  and  to  make  sure  in  its  present  form  it 
is  the  best  we  can  do.  Maybe  it  is. 

But  I  think  it  does  raise  questions  of  potential  sheltering,  and 
there  may  be  alternatives  that  would  diminish  that  likelihood.  For 
example,  some  kind  of  an  exclusion  across  the  board  which  would 
also  make  the  capital  gains  differential  available  to  everybody  and 
not  simply  the  wealthiest  of  citizens.  For  example,  why  is  the  sur- 
tax essentially  exempt  from  capital  gains?  What  is  the  policy  rea- 
son for  that? 

Secretary  Bentsen.  Well,  once  again,  as  I  have  stated,  what  we 
are  trying  to  do  is  encourage  investment  which  we  think  will  create 
jobs  and  help  us  get  small  businesses  started.  I  must  say  that 
when  we  talk  about  the  differential,  it  is  less  than  half  what  it  was 
before  1986.  We  are  trying  to  get  people  to  not  just  look  on  interest 
earnings  but  to  make  that  kind  of  capital  investment  that  we  think 
is  important  in  the  country. 

Mr.  Levin.  Well,  perhaps  this  is  the  wisest  course.  But  I  hope 
we  can  work  together  to  take  a  look  at  it,  and  I  know  if  there  is 
any  better  way  that  you  would  be  at  least  receptive  to  looking  at 
it. 

Secretary  Bentsen.  Certainly. 

Mr.  Levin.  I  think  also,  on  the  ITC — I  am  one  of  those  who  spon- 
sored an  ITC  with  an  incremental  attribute  to  it,  but  it  is  a  bit 
troublesome,  and  it  is  not  clear  how  the  incremental  aspect  really 
works  out.  I  think  you  have  somewhat  moderated  it  with  the  way 
you  handled  the  minimum  tax  so  that  there  is  a  more  even  dis- 
tribution of  taxation,  for  example,  within  the  manufacturing  sector, 
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but  I  think  it  is  still  true  that  the  ITC,  the  way  it  is  presently  pro- 
posed, will  not  be  available  to  a  lot  of  the  subsectors  within  manu- 
facturing which,  perhaps,  we  want  to  stimulate.  But,  again,  we  will 
need  to  look  at  that. 

One  last  point.  I  really  hope  that  the  Treasury  Department 
under  your  leadership  will  look  at  trade  policy  in  a  broad  way,  in- 
cluding its  impact  on  investment  flows.  I  think  under  some  of  your 
predecessors  that  wasn't  true.  And  you  have  a  very  major  role,  ap- 
propriately, to  play  in  trade  policy,  and  I  hope  that  your  depart- 
ment will  work  with  us  to  take  not  a  kind  of  mechanical  look  but 
a  broader-based  look  at  what  particular  trade  policies  might  do  to 
investment  flows.  That  is  true  of  NAFTA.  It  will  be  true  of  GATT 
and  other  major  trade  matters. 

Secretary  Bentsen.  Well,  thank  you  for  that,  and  we  will. 

I  would  say,  of  course,  the  major  responsibility  and  jurisdiction 
is  with  the  trade  ambassador,  but  what  we  can  do  to  supplement, 
bolster  and  help — and  in  all  candor,  because  of  my  great  interest 
in  that  area  for  a  long  time,  I  can't  help  but  offer  some  advice. 

Mr.  Levin.  Thank  you. 

Chairman  ROSTENKOWSKI.  Mr.  Kopetski. 

Mr.  Kopetski.  Thank  you,  Mr.  Chairman. 

Welcome,  Mr.  Secretary.  I  commend  you  and  the  President  for 
your  leadership  on  what  you  have  done  in  just  a  couple  of  weeks 
in  terms  of  leading  this  country  forward  and  in  facing  these  prob- 
lems. 

A  couple  of  positive  reinforcement  statements,  I  guess.  One  is  on 
the  credit  crunch.  Regulatory  reform  is  necessary,  it  is  timely,  and 
I  am  sure  it  would  be  well  received  here  in  the  Congress. 

Second,  I  want  to  support  what  Congressman  Neal  said  about 
the  IRA  programs.  There  is  a  recent  study  out  by  Merrill  Lynch 
which  shows  that  my  generation,  the  baby  boomer  generation,  is 
only  saving  for  their  retirement  at  about  one-third  of  what  your 
generation  was  saving  for.  So  as  we,  as  a  policy,  start  taxing  and 
doing  things  on  the  social  security  side,  what  we  do  in  private  pen- 
sion sides  and  saving  sides  for  retirement  becomes  even  more  criti- 
cal, I  believe. 

The  third  item,  it  is  my  understanding  that  Treasury  is  conduct- 
ing a  study  on  refinancing  the  debt  in  terms  of  bonds  and  notes, 
what  I  am  hearing  from  people  when  I  go  home  in  the  District  is 
that  though  the  President's  plan  deals  with  deficit  reduction,  we 
have  got  this  huge  problem  with  debt  reduction.  And,  in  terms  of 
the  study,  an  adviser  of  mine  suggests,  well,  why  don't  we  dedicate 
part  of  the  Btu  or  some  other  tax  to  provide  a  credit  incentive  for 
people  so  that  the  government  could  buy  back  these  high  interest 
bonds  and  notes  and  that  would  go  to  debt  reduction?  Any  thoughts 
on  looking  at  that  in  terms  of  this  study? 

Secretary  Bentsen.  Well,  I  think  what  you  are  going  to  see  in 
this  study  will  show,  and  I  think  will  bring  some  change.  It  will 
not  be  anything  radical  or  dramatic  insofar  as  the  sale  of  securities 
and  trying  to  take  advantage  of  some  of  the  lower  rates  on  short- 
term  money,  but  by  no  means  do  I  want  to  see  us  bet  the  business 
on  it,  on  rates.  I  think  that  would  be  not  very  wise. 

Mr.  Kopetski.  But  this  would  be  to 

Secretary  Bentsen.  To  cut  the  debt  itself? 
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Mr.  KOPETSKI.  To  buy  back  these,  to  pay  them  off,  to  buy  back 
these  high  interest  bonds,  let's  say,  and  pay  them  off  early,  now, 
today. 

Secretary  Bentsen.  Well 

Mr.  KOPETSKI.  Not  just  refinance  it. 

Secretary  Bentsen.  Well,  I,  fi'ankly,  have  not  studied  that.  You 
would  be  paying,  I  suppose,  a  very  high  premium  today  if  you  tried 
to  buy  those  bonds  with  the  higher  rates  that  you  have  on  long- 
term  rates  today.  You  would  pay  quite  a  bit  over  par  for  those. 

Mr.  KOPETSKI.  All  I  am  asking  today  is  perhaps  if  Treasury  could 
take  a  look  at  actually  buying  out  some  of  the  debt. 

Secretary  BENTSEN.  We  would  be  happy  to  take  a  look  at  that. 

Mr.  KOPETSKI.  Very  good. 

The  last  matter  I  want  to  ask  you  about,  I  sent  you  a  letter  a 
couple  weeks  ago — I  know  you  are  really  busy — on  the  Btu  tax  on 
hydropower.  You  keep  talking  about  every  other  region  in  the  coun- 
try, and  so  we  can't  forget  the  States  of  Oregon  and  Washington 
who  rely  heavily  on  water  running  downhill  for  energy. 

And  in  your  statement  today  you  say  the  broad-based  energy  tax 
has  three  important  goals:  Improving  our  environment  by  effec- 
tively taxing  pollution,  reducing  dependence  on  foreign  oil,  and  cut- 
ting the  deficit.  We  in  the  Northwest,  we  are  ready  to  go  for  the 
Btu  t£ix.  We  just  think  that  hydro  is  as  close  you  can  come  to  re- 
newable as  there  is.  And  it  is  clean.  It  is  more  efficient  than  any 
others.  And  yet  it  is  going  to  be  taxed  at  a  higher  rate  than  gas 
or  fossil  fuels. 

And  I  guess  we  don't  understand — if  you  say  we  want  to  tax  pol- 
lution, why  you  are  taxing  us  higher  than  some  of  these  other 
forms  that  do  pollute  more  and  are  less  energy  efficient? 

Secretary  Bentsen.  Let  me  say  one  of  the  very  major  reasons 
was  because  of  regional  balance,  trying  to  get  that.  And  then  I 
must  say  when  you  are  talking  about  hydroelectric  power,  unlike 
solar  and  wind  power,  it  is  not  totally  benign.  You  have  some  envi- 
ronmentalists that  will  argue  rather  strongly  that  such  dams  have 
damaged  the  river  system,  so 

Mr.  KOPETSKI.  Well,  we  understand  that,  and  we  call  that  the  old 
hydro  that  does  that,  and  we  have  the  new  hydro  that  takes  into 
account  the  fish  and  other  issues. 

Our  problem  in  the  Northwest  is  we  are  looking  at  a  10  percent 
to  14  percent  rate  increase  because  of  the  Endangered  Species  Act, 
both  the  fish  and  the  owl  issues,  because  of  our  drought,  because 
of  our  growth.  And  when  you  talk  about  a  3  percent  hit  on  the  alu- 
minum industry,  we  are  truly  talking  about  something  that  might 
put  some  of  these  companies  out  of  business. 

On  one  hand,  the  President  a  week  ago  or  so  says,  you  know,  to 
Europe,  quit  subsidizing  Airbus,  and  then  you  turn  around  and  tax 
the  aerospace  industry.  They  are  so  reliant  on  aluminum.  I  mean, 
you  are  penalizing  one  of  the  successful  industries  in  America. 

So  when  we  look  at  the  feed  stock  issues  in  terms  of  whether  for 
oil  we  are  asking  for  parity  and  consistency  with  aluminum  as 
well.  I  hope  we  can  work  some  more  on  this.  It  was  very  distress- 
ing news  to  hear  your  statement  this  morning  about  aluminum  and 
energy. 
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Secretary  Bentsen.  I  appreciate  your  comment.  We  will  be 
happy  to  take  a  look  at  it. 

Mr.  KOPETSKI.  Thank  you. 

Chairman  Rostenkowskj.  Mr.  Camp  will  inquire. 

Mr.  Camp.  Thank  you,  Mr.  Chairman. 

Mr.  Secretary,  my  question  involves  the  Btu  tax  and,  particu- 
larly, the  difficulty  it  could  cause  independent  power  producers  who 
often  operate  under  long-term  contracts  and  who  are  not  able  to 
pass  along  increased  costs  for  fuel.  Do  you  expect  that  there  will 
be  any  clarification  or  change  with  regard  to  independent  power 
producers  and  the  way  the  Btu  tax  will  be  levied? 

Secretary  Bentsen.  Yes.  We  are  looking  at  that  now,  trying  to 
see  what  we  can  do  insofar  as  getting  the  cost  of  that  tax  passed 
on. 

Mr.  Camp.  What  is  the  nature  of  the  discussions  you  are  having? 

Secretary  Bentsen.  I  don't  have  the  detail  of  that,  but  that  is  the 
objective  that  we  are  trying  to  bring  about. 

Mr.  Camp.  Thank  you. 

I  also  have  a  question  about  the  estate  tax  exemption,  which  I 
understand  is  not  a  part  of  this  package.  But  there  have  been  nu- 
merous stories  in  the  press  about  possibly  reducing  the  estate  and 
gift  tax  exemption  from  $600,000  to  $200,000.  Are  you  aware  of 
any  discussions  in  your  department  with  regard  to  that? 

Secretary  Bentsen.  I  certainly  have  not  heard  any  discussions 
on  that  or  any  offers  on  that  one.  I  have  heard  all  the  rumors  and 
read  some  of  the  stories  about  the  $600,000  exemption  being  trou- 
bled. I  have  had  no  presentation  on  that. 

Mr.  Camp.  Especially  with  regard  to  small  business  and  family 
farmers,  that  would  be  absolutely 

Secretary  Bentsen.  I  well  understand  that. 

Mr.  Camp  [continuing].  Devastating. 

Thirdly,  my  question  and  comment  is  about  the  royalty  tax  which 
some  are  saying  would  amount  to  a  tax  on  U.S.  technology.  It 
would  also  increase  the  complexity  of  the  tax  system  which  I  know 
has  been  a  goal  of  this  committee  to  try  to  prevent  from  happening. 
Can  you  give  me  a  comment  about  the  rationale  behind  that? 

Secretary  Bentsen.  Sure.  It  is  designed  to  reduce  the  current  tax 
benefits  associated  with  developing  intangible  assets  like  patents  in 
the  United  States  and  then  licensing  them  abroad.  So  the  produc- 
tion pursuant  to  the  intangible  asset  occurs  abroad. 

It  addresses  a  tax  policy  concern  as  well.  Currently,  deductions 
for  R&E  are  taken  against  U.S.  income,  and  the  government  then 
does  not  pick  up  the  tax  in  many  cases  on  the  royalty  income  from 
abroad.  This  proposal  would  go  part  of  the  way  to  correcting  this 
erosion  to  the  U.S.  tax  base. 

Mr.  Camp.  I  am  sure  in  your  discussions  there  have  been  con- 
cerns raised  with  regard  to  the  effect  this  would  have  on  particular 
companies  who  are  licensing  abroad  and  trying  to  repatriate  that 
money  to  this  country.  This  tax  would  be  devastating  to  these  com- 
panies and,  in  fact,  would  reduce  employment  in  the  United  States. 

Secretary  Bentsen.  But  we  don't  share  that.  We  don't  think  that 
would  be  the  case.  I  think,  when  you  talk  about  adverse  impact  on 
some  of  these,  the  program  must  be  considered  as  a  whole.  With 
the  other  proposals  we  stand  to  greatly  benefit  some  of  these  com- 
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panies.  The  permanent  extension  of  the  R&E  tax  credit,  the  invest- 
ment tax  credit,  those  I  think  will,  in  many  of  those  instances,  be 
of  quite  a  lot  of  help  to  them. 

Mr.  Camp.  Thank  you,  Mr.  Chairman. 

Chairman  ROSTENKOWSKI.  Mr.  Brewster. 

Mr.  Brewster.  Thank  you,  Mr.  Chairman.  I  do  have  a  statement 
I  would  like  to  submit  to  the  record  as  well  as  some  questions  for 
the  Secretary. 

[The  statement  and  questions  follow:] 
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STATEMENT  OF  THE  HONORABLE  BILL  K.  BREWSTER,  A  REPRESENTATIVE  IN 
CONGRESS  FROM  THE  STATE  OF  OKLAHOMA 

Mr.  Secretary,  as  one  of  your  neighbors  along  the  Red  River,  I  know 
that  you  and  I  share  similar  interests  to  ensure  that  any  energy 
tax  does  not  disadvantage  domestic  producers  competing  against 
foreign  producers.  Further,  since  energy  inputs  are  an  integral 
component  of  almost  every  manufacturing  process,  it  is  essential 
to  this  country's  economic  recovery  that  an  energy  tax  does  not 
disadvantage  domestic  manufacturers.  Therefore,  in  designing  an 
energy  tax,  we  must  craft  export  exemptions  and  derivatives  taxes 
on  imports  for  very  high  energy  content  products.  The 
Administration's  initial  proposal  recognizes  the  competitiveness 
concern  by  exempting  non-fuel  uses  of  fossil  and  alcohol  fuels. 

Although  I  believe  that  any  deficit  reduction  revenue  measure 
should  be  as  broad  based  as  possible,  I  recognize  that  the  energy 
sector  is  clearly  targeted  as  a  primary  source  of  revenue.  The 
best  way  to  raise  revenues  from  the  energy  sector  would  be  a 
combination  of  a  floor  price  for  oil  and  an  ad-valorem  based  energy 
excise  tax.  I  believe  this  combination  would  be  the  least 
disruptive  of  inter-fuel  competition  while  imposing  the  least 
administrative  burden  on  government  and  industry.  As  you  know  from 
the  work  by  the  Senate  Finance  Committee  on  energy  excise  taxes, 
a  combination  floor  price  for  oil  and  an  ad-valorem  based  excise 
tax  can  be  designed  to  provide  parity  among  geographic  regions  of 
the  United  States. 

In  designing  an  energy  tax,  we  must  ensure  that  we  do  not  cause  a 
loss  of  domestic  manufacturing  jobs,  particularly  in  industries 
that  rely  on  oil,  gas,  or  electricity  for  feedstocks.  The  United 
States  has  already  suffered  a  damaging  contraction  of  our 
petrochemical  industry.  Non-fuel  uses  of  gas,  such  as  in  the 
manufacture  of  fertilizers,  or  oil,  such  as  in  the  refining  of 
petrochemicals,  or  electricity,  such  as  in  the  electrolytic  process 
of  producing  aluminum,  must  be  exempt  from  a  BTU  tax.  As  a  result 
of  the  Clean  Air  Act  and  numerous  other  environmental  and  safety 
laws,  industry  in  the  United  States  is  the  most  safety  conscious 
and  environmental  benign  in  the  world.  In  addition  to  maintaining 
jobs  in  our  domestic  industry,  we  have  an  environmental 
responsibility  to  keep  manufacturing  in  the  United  States. 

With  any  energy  tax,  and  particularly  with  the  proposed  BTU  tax, 
key  questions  revolve  around  the  collection  points.  Natural  gas 
producers  make  a  strong  case  that  if  we  levy  the  tax  at  the 
wellhead,  they  will  be  prevented  by  market  forces  or  contracts  from 
collecting  what  should  be  a  legitimate  pass  through  cost. 

Electric  utilities  generally  should  be  able  to  pass  on  a  BTU  tax 
that  is  levied  on  their  fuel  at  the  mine  mouth  or  wellhead  without 
further  rate  hearings  through  existing  "fuel  adjustment  clauses". 
However,  the  electric  utilities  rightfully  are  concerned  that  if 
the  tax  is  levied  on  them  as  electric  power  generators,  as  opposed 
to  levying  the  tax  on  the  fuel  itself,  they  will  be  unable  to 
recoup  the  tax  except  after  time  consuming  and  politically 
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difficult  rate  cases  before  State  regulatory  public  utility 
commissions. 

Similarly,  the  natural  gas  transportation  and  delivery  industries 
cogently  argue  against  the  Administration's  initial  proposal  to 
collect  the  tax  at  the  point  of  injection  into  the  pipeline  because 
that  would  tax  transportation  charges  instead  of  gas  thereby 
compounding  administrative  and  tax  avoidance  problems.  By  applying 
the  tax  directly  on  the  ultimate  consumer,  we  can  avoid  compounding 
the  tax  on  state  gross  receipt  or  sales  taxes  and  avoid  payment  of 
the  tax  on  theft,  lost  and  unaccounted  for  gas,  and  pipeline 
shrinkage. 

I  suggest  that  the  collection  point  should  be  as  close  to  the 
ultimate  user  as  is  administratively  feasible.  For  electricity, 
the  tax  should  be  imposed  on  the  sale  of  the  fuel  at  the  point  it 
eneters  the  utility's  system.  For  natural  gas,  the  tax  should  be 
imposed  at  the  point  it  is  delivered  to  the  end  user,  either  the 
residential  consumer  or  the  industrial  facility. 

A  final  point,  before  I  get  to  my  specific  questions,  addresses 
the  BTU  tax  on  oil.  I  object  to  the  differential  penalty  placed 
on  oil  compared  to  coal.  There  is  not  enough  elasticity  of  demand 
nor  is  there  adequate  fuel  switching  capability  to  justify  the 
penalty  on  oil.  If  one  of  the  goals  of  the  BTU  tax  is  to  reduce 
our  dependence  on  imported  oil,  I  am  afraid  that  it  misses  the 
mark.  The  incremental  oil  in  the  United  States'  economy  is  the 
higher  cost  production  from  our  domestic  enhanced  oil  production 
and  high  cost  areas,  such  as  in  the  deep  waters  of  the  Gulf  of 
Mexico  or  in  Alaska.  Simply  increasing  the  cost  of  oil  without 
recognition  of  the  higher  exploration  and  production  costs  domestic 
producers  bear  will  not  encourage  conservation,  it  will  encourage 
imports  of  oil  from  politically  unstable  regions  of  the  world  from 
producers  with  much  lower  standards  of  environmental  conduct. 

Again,  the  collection  point  for  the  BTU  tax  is  crucial.  The 
collection  point  on  the  oil  BTU  tax  should  be  as  close  to  the 
ultimate  consumer  as  possible.  At  a  minimum,  the  tax  must  be 
collected  beyond  the  refinery.  Taxing  oil  as  it  enters  the 
refinery  would  hurt  the  United  States •  economy  by  making  domestic 
gasoline  more  expensive  than  imported  gasoline.  The  BTU  content 
of  a  barrel  of  gasoline  is  lower  than  a  barrel  of  oil,  so  the 
imported  gasoline  would  bear  a  lower  tax  than  the  proportional 
share  of  the  tax  on  a  domestically  refined  barrel  of  gasoline. 

My  specific  questions  are  as  follows. 


[THE  QUESTIONS  ARE  REPEATED  IN  THE  ANSWERS  FROM  THE  TREASURY  THAT 
FOLLOW:] 
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DEPARTMENT  OF  THE  TREASURY 

WASHINGTON,  D.C. 

SECRETAHV  OF  THE  TREASURY 

May  12,  1993 


The  Honorable  Bill  K.  Brewster 
U.S.  House  of  Representatives 
Washington,  D.C.   20515 

Dear  Mr.  Brewster: 


This  is  in  response  to  your  questions  concerning  the 
Administration's  modified  Btu  energy  tax  proposal  presented  in 
connection  with  my" testimony  before  the  Ways  &  Means  Committee. 

We  have  been  working  on  this  proposal  for  the  last  several  weeks 
and  have  just  recently  finished  the  legislative  language.   Your 
questions  were  helpful  to  us  in  developing  the  proposal.   1  have 
enclosed  our  responses  to  your  questions.   Please  let  us  know  if 
we  can  be  of  further  assistance  in  this  matter. 


Sincerely, 


'/Sa-Jz:^ 


Lloyd  Bentsen 
Enclosure 
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Answers  to  Written  Questions  Submitted  to  Secretary  Bentsen 

in  Connection  with  the  Secretary's  Appearance  before 

the  Ways  and  Means  committee,  March  10,  1993 

NOTE:      Answers  to  all  questions  reflect  the  Administration's 
proposal  as  drafted  in  the  legislation  introduced  to 
Congress  by  the  Administration  on  May  3,  1993.   As  you 
are  aware,  discussions  are  continuing  regarding  certain 
aspects  of  the  proposal  and  are  expected  to  continue 
during  the  House  Ways  and  Means  Committee  markup. 

Question  1: 

Is  the  Administration's  current  thinking  that  the 
appropriate  collection  points  for  the  Btu  tax  to  impose  the  tax 
closer  to  the  source  of  the  energy  or  closer  to  the  consumption 
of  the  energy? 

Answer: 

The  tax  on  each  fuel  is  collected  at  a  point  that  satisfies 
three  criteria.   (1)   The  point  of  collection  minimizes  the 
number  of  taxpayers  (or  tax  collectors) .   This  reduces 
administrative  burdens  on  both  the  IRS  and  taxpayers.   (2)   The 
point  is  sufficiently  far  downstream  to  ensure  that  imported 
products  and  domestic  products  are  taxed  at  the  scune  rate.   (3) 
The  point  is  sufficiently  far  downstream  to  ensure  that  fixed- 
price  contracts  do  not  prevent  passthrough  of  the  tax  to  the  end 
user. 

Question  2: 

Specifically,  where  does  the  Administration  intend  to  impose 
the  collection  point  where  an  electric  utility  is  involved,  and 
does  your  answer  vary  depending  on  the  fuel  involved:   coal,  gas, 
nuclear,  or  hydropower? 

Answer: 

For  electricity  generated  from  fossil  fuels,  the  tax  is 
imposed  on  the  fossil  fuel  and  not  on  the  electricity  generated 
from  the  fossil  fuel.   Nuclear-generated  electricity  and 
hydroelectricity  are  taxed  directly,  with  the  tax  imposed  on,  and 
remitted  to  the  Government  by,  the  utility  (or  other  producer) . 

Question  3: 

Where  does  the  Administration  intend  to  impose  the 
collection  point  on  natural  gas  and  does  your  answer  vary 
depending  on  whether  the  gas  is  sold  by  a  pipeline  or  utility  in 
its  traditional  merchant  role  or  if  the  gas  is  merely  transported 
by  a  pipeline  or  a  utility  for  others,  such  as  a  broker  and  a 
large  industrial  user? 
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The  tax  on  natural  gas  will  be  imposed  at  the  city  gate  (or 
equivalent  in  the  case  of  end  users  that  receive  gas  directly 
from  the  pipeline) ;  the  local  distribution  company  (or  end  user 
receiving  the  gas  from  the  pipeline)  will  be  liable  for  the  tax, 
but  the  tax  will  be  collected  and  remitted  to  the  Government  by 
the  pipeline 

Question  4t 

In  light  of  State  regulatory  commissions '  concerns  that 
federal  legislation  not  encroach  on  the  States '  authority  to 
determine  the  rate  treatment  of  utility  costs,  how  does  the 
Administration  intend  to  ensure  that  electric  and  gas  utilities 
will  be  able  to  pass  through  the  Btu  tax  to  the  ultimate 
consumer? 

Answer: 

Utilities  will  not  be  allowed  to  use  accelerated  cost 
recovery  for  periods  during  which  the  energy  tax  is  not 
completely  passed  through  to  end  users. 

Question  5: 

The  Administration's  proposal  indicates  there  will  be  an 
exemption  for  feedstock  and  other  non  fuel  uses  of  energy.   Will 
this  exemption  apply  to  fuel  used  to  operate  a  facility  to 
produce  fuel?  Examples  include:  a  gas  processing  plant  that 
burns  gas  in  the  process  of  producing  liquefied  natural  gas;  gas 
that  is  used  to  produce  steeun  that  is  injected  into  a  reservoir 
for  enhanced  oil  recovery;  or  gas  that  is  produced  and  then 
injected  in  a  reservoir  for  secondeiry  or  tertiary  oil  production. 

Answer: 

Nonfuel  uses  of  fossil  fuels,  including  feedstocks,  are 
exempt,  but  in  general,  the  energy  tax  applies  to  all  fuel  uses 
of  energy.   There  are  four  circumstances,  however,  in  which 
energy  used  to  produce  fossil  fuel  energy  will  not  be  taxed; 
exemptions  are  provided  for  (1)  crude  oil  or  natural  gas  used,  or 
the  premises  where  it  is  produced,  to  produce  crude  oil  or 
natural  gas,  (2)  crude  oil  and  petroleum  products  (other  than 
natural  gas)  used  in  a  refinery  or  natural  gas  used  in  a  natural 
gas  processing  or  fractionation  plant,  (3)  natiiral  gas  and  coal 
used  in  enhanced  oil  recovery  for  heavy  oil,  and  (4)  coal  and 
petroleum  products  used  in  the  production  of  synthetic  natural 
gas. 

Question  6: 
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Has  the  Administration  considered  a  floor  price  for  oil  as 
an  alternative  to  the  Btu  tax? 

Answer: 

The  Administration  considered  a  niimber  of  alternatives  to 
its  proposed  modified  Btu  tax,  and  determined  that  the  proposed 
tax  had  the  right  combination  of  revenue  generation, 
environmental  and  energy  security  benefits,  regional  neutrality, 
and  balanced  impact  on  market  shares  of  our  various  energy 
sources.   The  Administration  rejected  taxes  aimed  at  a  specific 
fuel,  such  as  gasoline  or  oil  imports,  because  they  would  have  a 
disproportionate  impact  on  some  regions  of  the  country. 

Question  7: 

Finally,  to  avoid  the  regional  disparities  caused  by  taxing 
different  energy  Sources  at  different  rates,  would  the 
Administration  9onsider  converting  the  Btu  tax  into  a  federal 
excise  tax? 

Answer: 

The  Administration's  proposed  modified  Btu  tax  is,  in  fact, 
a  federal  excise  tax. 
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Mr.  Brewster.  In  general,  I  think  your  plan  is  very  well  thought 
out,  and  I  commend  you  on  coming  up  with  a  very  good  plan.  I  do 
have  some  specifics  that  I  would  hope  we  could  adjust  a  little  as 
we  go  through. 

Like  Mr.  Jefferson,  I  have  some  real  concerns  in  reducing  the  de- 
ductibility of  the  business  lunch  and  entertainment  from  80  to  50 
in  that  most  of  us  don't  have  a  New  Orleans  in  our  district.  And 
it  certainly  affects  employment  in  States  like  Oklahoma  where 
tourism  is  the  number  two  industry  in  our  State.  It  is  extremely 
important  to  us. 

But,  today,  my  questions  will  mainly  center  around  energy  is- 
sues. I  think  all  of  us  are  aware  there  is  going  to  be  an  energy  tax. 
It  must  be  both  fair  and  collectible.  I  think  the  collectibility  parts 
are  the  things  that  are  concerning  a  lot  of  people  right  now,  and 
a  lot  of  people  have  questions  on  that. 

Did  I  understand  you  to  say  that  the  administration  is  leaning 
toward  actually  taxing  gasoline  as  it  exits  the  refinery?  Is  that  the 
plan? 

Secretary  Bentsen.  Exits  the  refinery  rather  than  the  input  to 
the  refinery. 

Mr.  Brewster.  That  is  very  important  to  those  of  us  who  have 
refineries,  in  keeping  us  in  a  fairness  position  with  foreign,  im- 
ported product. 

Secretary  Bentsen.  I  couldn't  agree  more. 

Mr.  Brewster.  The  second  point,  what  about  natural  gas?  Is  the 
move  toward  burner  point,  burner  tip  as  far  as  the  collection  point 
on  natural  gas  at  this  time? 

Secretary  Bentsen.  We  have  not  resolved  as  to  the  point,  but  we 
are  talking  about,  at  this  point,  at  the  outlet  of  the  pipeline  rather 
than  at  the  input  of  the  pipeline.  Now,  the  exact  place  at  that  point 
we  are  trying  to  decide,  insofar  as  the  efficiency  and  the  collection 
of  the  tax. 

Mr.  Brewster.  I  would  encourage  you  to  consider  the  burner  tip 
in  that  it  makes  LDCs  and  the  direct  seller  the  collection  points, 
and  it  is  more  collectible  that  way,  in  my  opinion. 

What  about  electricity?  Where  will  be  the  collection  point  as  far 
as  Btu  tax  on  electricity? 

Secretary  Bentsen.  It  is  the  fuel  source  to  the  utility  for  the  gen- 
eration of  electricity,  as  it  is  sold  to  the  utility. 

Mr.  Brewster.  Okay,  so  it  would  be  as  it  is  sold  to  the  utility, 
regardless  of  fuel? 

Secretary  Bentsen.  No,  I  can't  say  that,  Mr.  Brewster,  regard- 
less of  all  fuels.  Some  of  those  things  haven't  been  settled  yet. 

Mr.  Brewster.  I  would  think  that  it  is  certainly  better  for  the 
utility  standpoint,  when  they  go  before  the  rate-making  bodies  in 
their  particular  States,  if  it  is  on  fuel.  But  according  to  fuel  source 
it  could  certainly  be  a  problem  in  that  regard.  But  collectibility  has 
to  be  one  thing  that  I  think  is  extremely  important. 

The  administration,  I  think,  has  thought  of  a  lot  of  the  issues, 
and  I  would  hope  that  we  could  work  with  them,  especially  on  the 
energy  ones  as  time  goes  on,  and  hope  to  be  able  to  support  the 
entire  package. 
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Secretary  Bentsen.  Congressman,  thank  you  for  that.  We  are 
trying  to  get  all  the  input  we  can  from  industry  as  far  as  its  appli- 
cation to  determine  what  is  most  feasible  and  effective. 

Mr.  Brewster.  Okay.  Thank  you. 

Secretary  BE>rrSEN.  Surely. 

Chairman  ROSTENKOWSKI.  Mr.  McDermott,  Mr.  Stark,  Mr. 
Santorum. 

Mr.  Santorum.  Thank  you,  Mr.  Chairman. 

It  is  good  to  have  you  here,  Mr.  Secretary.  While  we  have  not 
had  a  chance  to  meet,  I  will  say  that  I  am  an  admirer  of  yours, 
and  I  don't  envy  your  position  in  having  to  necessarily  defend  this 
package,  which  I  have  some  severe  problems  with.  I  trust,  knowing 
your  history  here  in  this  institution,  that  this  necessarily  wouldn't 
be  all  you  would  want  to  do,  either. 

Let  me  first  talk  to  you  about  some  of  the  charts  that  you  had 
in  your  presentation  and  take  issue  with  a  couple  of  them. 

Number  one  is  the  chart  you  had  on  what  the  energy  tax  will 
cost  the  American  family.  You  have  this  economic  class  set  up,  and 
you  use  the  numbers  here  of  family  income. 

I  think  this  whole  concept  of  family  income  being  thrown  in  is 
a  smoke  and  mirror  and  a  bit  of  a  distortion  tactic. 

I  would  like  to  see  how  the  Clinton  proposals  are  going  to  affect 
people,  where  the  real  bottom  line  is,  where  most  people  see  them- 
selves as  far  as  real  income,  whether  that  is  adjusted  gross  income 
or  taxable  income.  I  don't  care  what  numbers  you  use,  but  to  use 
family  income  as  a  way  to  justify  this,  that  this  is  not  going  to  hit 
working-class  and  lower-income  Americans,  I  think  is  smoke  and 
mirrors,  and  I  don't  think  is  particularly  genuine. 

The  other  chart  I  would  like  to  talk  about  is,  again,  the  continu- 
ing attempt  by  this  administration  and  Members  on  the  other  side 
in  the  Congress  to  rewrite  the  1980s  and  what  actually  happened 
and  what  is  going  on  in  the  economy.  This  is  revisionist  history. 
I  find  it  very  troubling. 

You  use  the  term — affluent  have  not  been  paying  their  fair 
share.  And  you  throw  in  taxes,  and  you  talk  about  income  and  ef- 
fective rates.  Well,  in  this  number  is  the  Social  Security  tax  in- 
creases, as  you  know.  That  is  not  what  the  Reagan,  quote,  Reagan 
revolution  was  all  about  and  not  what  we  were  all  about  in  the 
early  1980s.  We  were  talking  about  income  tax  rates — not  Social 
Security  and  payroll  taxes.  We  were  looking  at  income  taxes  as 
being  a  stimulus. 

If  you  look  at  this  chart — ^the  rates  paid  by  family  income  accord- 
ing to  quintile — ^you  will  see  that  the  lowest  have  had  the  greatest 
percentage  reduction  in  their  income  taxes  and  the  highest-income 
bracket  have  had  the  lowest  percentage  reduction. 

[The  chart  referred  to  follows:] 
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Mr.  Santorum.  If  you  look  at  the  next  chart,  who  paid  the  addi- 
tional taxes,  you  will  find  the  bottom  90  percent  in  income  paid 
less  taxes  in  1990  than  they  did  in  1980,  less  taxes  in  1990  than 
1980.  The  top  10  percent  paid  13  percent  more  taxes.  And  the  top 
1  percent  paid  34  percent  more  taxes  in  1990  than  they  did  in 
1980. 

[The  chart  follows:] 
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Mr.  Santorum.  Finally— and  this  is  probably  the  most  important 
of  all  the  charts,  because  what  this  does  is  show  the  cumulative  ef- 
fect of  all  government  programs,  of  all  spending,  of  all  taxes.  You 
will  see  that  with  the  lowest  income  level,  the  bottom  20  percent 
actually  got  more  net  from  the  government  in  1991 — 11,473  to 
9,546. 

[The  chart  follows:! 


207 


01 

c 

»^m 

'O 

e 

0^ 

nd  Sp 
comes 

C5    c 

;/3    NiN 

Taxe 
ring 

U     •mm 

^  JZ 

•s  ^ 

Vi 

.    .      C/3 

u 

«« 

5  = 

9 

11 

ON 

N-    tjM 

c 

a. 

OX) 

S 

c 

-tai 

Z 

u 


208 

Mr.  Santorum.  I  would  like  you  to  comment  on  how  you  can 
come  here  and  try  to  make  these  arguments  that  we  need  to  revise 
our  tax  system,  we  need  to  penalize  and  tax  higher-income  peoples. 
Because  this  wasn't  what  was  going  on  in  the  1980s.  I  can  accept 
your  argument  if  you  want  to  make  a  policy  argument.  We  want 
people  who  are  wealthier  to  pay  more.  Fine.  But  I  don't  think  that 
should  be  based  on  a  false  premise  which  is  that  they  haven't  been 
paying  more  over  the  1980s.  You  have  about  15  seconds  to  respond. 

Secretary  Bentsen.  If  you  want  to  talk  about  smoke  and  mirrors, 
I  think  you  have  shown  me  some.  If  you  want  to  go  back  and  talk 
about  family  income  as  an  index,  I  don't  think  that  Jerry  Ford  was 
talking  about  smoke  and  mirrors  when  he  used  it.  So  it  goes  back 
quite  a  while,  family  income  and  trying  to  show  the  true  income 
of  a  family.  It  is  not  a  tax  base.  We  are  not  talking  about  that. 

Mr.  Santorum.  I  accept  that. 

Secretary  Bentsen.  I  will  be  through  in  just  a  minute.  We  are 
talking  about  the  total  income. 

If  you  have  a  family  that  has  a  situation — if  you  have  a  man 
working  for  a  company  and  the  employer  does  not  pay  the  insur- 
ance premium  for  him  for  his  health  insurance,  that  is  one  set  of 
income.  If  you  have  another  fellow  working  for  a  company  and  the 
company  does  pay  his  health  insurance  premium,  that  becomes  a 
part  of  his  income,  even  though  it  is  not  a  part  of  his  taxable  base. 
And  that  is  the  way  the  family  income  index  works,  and  I  think 
it  is  a  fair  one.  We  see  the  Joint  Tax  Committee  using  an  expanded 
base  and  trying  to  show  what  true  family  income  is. 

I  was  amused  by  the  fact  that  you  are  talking  about  lower-in- 
come people  paying  less  taxes.  They  are  making  less  money,  too. 
And  you  are  talking  about  the  people  paying  more  taxes.  That  is 
right.  The  top  one  and  two-tenths  percent  are  paying  more  taxes, 
and  they  are  making  almost  50  percent  more  income  in  the  last  ten 
years  than  they  did  before.  So  that  is  the  way  those  numbers  come 
out,  and  I  stand  by  the  numbers  I  have  presented  to  the  committee. 

Mr.  Rangel  [presiding].  The  time  of  the  gentleman  has  expired. 

Mr.  Crane  is  recognized. 

Mr.  Crane.  Thank  you,  Mr.  Chairman. 

Mr.  Secretary,  I  want  to  welcome  you  in  your  new  position.  We 
are  looking  forward  to  working  with  you. 

I  have  a  few  quick  questions  on  this  Btu  tax  and  also  your  graph. 
What  is  the  percentage  increase  on  natural  gas  in  terms  of  the  Btu 
tax? 

Secretary  Bentsen.  The  percentage  increase — let  me  have  that 
for  Btu.  We  will  get  it  for  you  in  just  a  second. 

Mr.  Crane.  I  am  also  going  to  ask  about  oil  and  coal.  Is  nuclear 
in  there,  too? 

Secretary  Bentsen.  I  will  give  you  the  whole  list. 

Nuclear  tax  is,  I  understand,  at  the  average  rate  for  fossil  fuels. 

Mr.  Crane.  What  is  the  fossil  fuel  percentage  increase? 

Secretary  Bentsen.  All  right.  For  1996,  on  gasoline  it  is  5.7  per- 
cent, 6.4  percent  for  heating  oil,  4.1  percent  for  natural  gas,  3.3 
percent  on  your  electric  bill  monthly. 

Mr.  Crane.  You  don't  have  the  figures  for  coal  or  nuclear  or  hy- 
droelectric broken  down? 
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Secretary  BE^^^SEN.  Coal  is  the  electricity  price  because  it  goes 
to  utilities. 

Mr.  Crane.  Exclusively? 

Secretary  Bentsen.  No,  no,  but  that  is  the  major  utilization, 
major  use  for  it.  Congressman. 

Mr.  Crane.  Solar  and  wind  are  not  taxed? 

Secretary  Bentsen.  That  is  correct. 

Mr.  Crane.  All  right.  The  reason  I  asked  that  is  to  get  some  idea 
about  how  the  allocation  of  the  tax  increases  was  made  based  upon 
one  of  the  points  that  Mr.  Kopetski  brought  up  here,  and  that  is 
hydroelectric  and  nuclear  far  and  away  are  the  two  cleanest  energy 
sources  on  the  face  of  the  earth.  And  I  understand  your  geographic 
argument.  I  suppose,  though,  that  we  could  build  reservoirs  in  the 
Mississippi  and  take  care  of  Illinois,  but  we  are  the  most  nuclear 
State  in  the  Union,  too. 

On  the  question  of  this  graph  here  about  the  energy  tax  and  the 
cost  to  the  average  family,  how  can  you  conclude  that  the  family 
making  $20,000  a  year  will  pay  no  energy  tax? 

Secretary  Bentsen.  Because  of  what  we  have  done  with  the 
earned  income  tax  credit,  what  we  have  done  with  food  stamps, 
what  we  have  done  with  LIHEAP.  Those  things  more  than  make 
up  for  the  tax. 

Mr.  Crane.  Well,  you  know,  every  time  we  have  passed  a  sales 
tax,  historically,  we  have  exempted  food  and  medical  prescriptions. 
However,  there  are  a  lot  of  Btus  that  go  into  the  production  of  food, 
and  there  is  no  exemption  here  for  the  working  poor  when  it  comes 
to  food  purchases.  That  includes  the  farm  implements,  farm  ma- 
chinery, the  food  processing,  transportation,  packaging,  and  the 
higher  labor  costs  that  will  inevitably  attend  this.  Your  fuel  costs 
and  all  that  has  to  be  passed  through  to  that  person  in  the  lowest 
income  bracket  when  he  buys  food  at  the  local  store. 

Secretary  Bentsen.  Absolutely,  we  understand  that,  and  that  is 
why  we  took  that  into  effect  as  we  calculated  what  had  to  be  spent 
on  earned  income  tax  credit,  on  food  stamps,  and  on  LIHEAP. 

Mr.  Crane.  So  this  graph,  then,  incorporates  things  other  than 
the  energy  tax?  You  are  not  talking  about  the  energy  tax  here?  I 
mean,  they  are  paying  the  energy  tax,  but  they  are  being  given 
compensation  in  other  ways  to  try  to  neuter  that. 

Secretary  Bentsen.  That  is  correct. 

Mr.  Crane.  How  is  it  that  the  family  making  $200,000  jumps 
from  $76  to  $1,198  in  monthly  taxes?  If  I  make  $200,000  in  one, 
I  am  paying  $1,198.  If  I  am  making  $199,999 

Secretary  Bentsen.  Now  you  are  looking  at  the  whole  package. 
You  are  looking  at  the  income  tax  rate  increase  in  addition. 

Mr.  Crane.  Okay.  So  this  is  not  really  germane  to  energy  taxes, 
this  graph?  It  is  misleading? 

Secretary  Bentsen.  Well,  it  is  germane  to  those  people  who  are 
under  the  increase  in  the  income  tax  rate. 

Mr.  Crane.  Well,  except  my  point  is  they  are  not — these  figures 
here  for  energy  taxes — not  relevant. 

Secretary  Bentsen.  I  am  not  sure  which  chart  you  are  looking 
at. 


210 

Mr.  Crane.  It  is  your  one  from  the  Department  of  Treasury.  It 
is  number  four  in  your  handout.  But,  I  mean,  these  figures  are  not 
really  related  to  the  energy  tax  that  they  pay. 

Secretary  Bentsen.  No,  it  is  related  to  the 

Mr.  Crane.  This  is  adjusted  after  the  other  calculations,  the  tax 
increases  and  tax  relief? 

Secretary  Bentsen.  That  is  correct. 

Mr.  Crane.  Well,  I  was  confused  about  that  because  everybody 
will  feel  the  impact  of  an  energy  tax.  I  mean,  you  tax  Btus,  and 
it  is  felt  in  every  aspect. 

Secretary  Bentsen.  All  of  them  will  pay  it,  and  we  will  more 
than  make  up  for  that  for  those  people  under  $30,000  a  year. 

Mr.  Crane.  We  are  sure  we  can  offset  that  because  people  in 
lower-income  brackets  tend  to  have  larger  families  than  people  in 
the  higher  brackets. 

Secretary  Bentsen.  Congressman,  we  share  that  concern,  and 
that  is  what  we  tried  to  address. 

Mr.  Crane.  Very  good.  I  would  like  to  make  a  unanimous  con- 
sent request,  Mr.  Chairman,  for  submission  of  questions  in  writing 
to  you  later  because  we  ran  out  of  time. 

Secretary  Bentsen.  Congressman,  we  would  be  pleased  to  have 
them. 

Mr.  Crane.  Thank  you  so  much. 

[The  information  follows:] 
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REPRESENTATIVE  PHILIP  M.  CRANE 
Additional  Questions  for  Secretary  Bentsen 

(1)    The  Administration's  stimulus/ investment  program  includes  a 
liberalization  of  the  rules  for  computing  depreciation  under  the 
corporate  AMT.   As  stated  in  Treasury's  supporting  material,  the 
purpose  is  to  reduce  a  tax  impediment  to  capital  investment  by 
corporate  businesses. 

I  am  also  concerned  about  the  impact  of  the  corporate  AMT  on 
investments  by  state  and  local  governments  in  infrastructure 
improvements.   As  you  know,  the  Tax  Reform  Act  of  1986  had  the 
effect  of  subjecting  a  portion  of  state  and  local  bond  interest 
to  the  AMT  —  interest  that  had  historically  been  fully  tax- 
exempt.   Under  the  adjusted  current  earnings  (ACE)  provision,  75% 
of  state  and  local  bond  interest  is  now  effectively  taxed  under 
the  AMT.   This  acts  as  a  disincentive  for  corporations,  such  as 
property  and  casualty  insurance  companies,  to  provide  capital 
needed  by  states  and  municipalities.   In  considering  AMT  changes 
to  encourage  investment,  would  you  support  a  similar  liberaliza- 
tion of  the  AMT  rules  relative  to  state  and  local  bond  interest? 


(2)  Deployment  of  technology,  such  as  the  building  of  an 
information  "superhighway,"  takes  many  years.   Has  the 
Administration  considered  any  long-term  capital  recovery 
incentives  for  businesses  which  are  deploying  new  technology? 

(3)  Large  capital  intensive  corporations,  which  are  only 
eligible  for  a  temporary  incremental  investment  tax  credit,  will 
pay  out  substantially  more  cash  because  of  the  2%  corporate 
income  tax  rate  increase  than  the  benefit  flowing  from  the 
investment  tax  credit.   This  net  cash  outflow  will  eventually 
reduce  internally  generated  funds  for  future  capital  programs. 
How  does  this  situation  help  the  economy  in  the  long  run? 

(4)  For  some  time  I  have  had  an  interest  in  the  accumulated 
earnings  tax  (AET) .  I  believe  the  AET  is  an  unnecessary  intrusion 
into  the  corporate  decision  making  process.   In  my  view  the  AET 
particularly  does  not  make  sense  as  it  applies  to  widely  held 
corporations,  and  this  view  holds  despite  the  modest  changes  you 
are  proposing  in  the  area  of  capital  gains.   I  would  appreciate 
your  position  on  repeal  of  the  AET  as  it  applies  to  widely  held 
corporations.   In  the  event  that  you  do  not  view  AET  repeal 
favorably,  I  would  also  be  interested  in  your  view  on  creating  a 
safe  harbor  so  that  corporations  at  least  know  when  the  IRS  may 
choose  to  impose  this  tax  upon  them.  (See  attached  background.) 
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CONGKHSSIONAl.  KVCOKD  —  l.xtenw,m  of  Kcnimks 


REPEAL  THE  ACCUMITLATED 
EARNINGS  TAX 

HON.  PHILIP  M.  CRANE 

or  ILLINOIS 
IN  THE  HOUSE  OP  REPRESENTATIVES 

Thursday.  January  3,  1991 
Mr.  CRANE.  Mr.  Speaker,  today  I  am  intro- 
ducing legislation  which  wo-id  repeal  the  ac- 
cumulated earnings  tax  [AET]  as  It  applies  to 
widely  held  corporations. 

The  accumulated  earnings  tax.  section  532 
of  the  Internal  Revenue  Code,  has  been  im- 
posed on  ciosety  held  corporations  that  accu- 
mulate earnings  and  profits  (rather  than  pay 
them  out  as  dividends)  in  order  to  assist  their 
shareholders  in  avoiding  income  taxes.  The 
19B4  Deficit  Reduction  Act  made  the  accLimu- 
lated  earnings  tax  applicable,  for  the  first  time, 
to  widely  held  corporations.  The  AET  was  an 
understandable  congressional  response  to  the 
formation  of  investment  corporations  which 
were  created  for  no  true  business  purpose  but 
.y^re  simply  devised  to  take  advant.age  of 
What  was  at  the  time  a  huge  disparity  between 
the  capital  gai'is  tax  rate  and  the  dividend  tax 
rate,  a  difference  which  no  Ixger  exists.  How- 
ever, although  this  concern  secrried  legitimate 
for  closely  held  corporations,  it  is  hard  to  un- 
derstand why  there  would  l>e  this  same  con- 
cern with  respect  to  manipulating  dividend 
policy  in  a  widely  held  corporation. 

Were  section  532(c)  simply  unnecessary,  I 
suppose  we  could  just  let  it  slay  on  the  books. 
However,  the  continued  existence  of  section 
532(c)  is  actually  quite  harmful  to  the  decision 
making  process  of  legitimate  companies.  Con- 
tinued application  of  section  532(c)  to  widely 
he\d  corporations  n)eans  that  the  IRS  will  be 
essentially  interfering  in  the  corporation's  deci- 
sion of  whether  or  not  to  pay  a  dividend.  If  the 
board  of  directors  of  a  corporation  believes 
the.  corporation  should  accumulate  funds  to 
expand,  invest  or  conduct  research  and  de- 
velopment. It  must  do  so  with  some  trepida- 
tion knowing  tho  IRS  may  invoke  the  accumu- 
lated earnings  tax.  Because  of  the  continued 
threat  of  the  applicability  of  the  accumulated 
earnings  tax  to  widely  held  corporations,  there 
may  Im  a  tendency  for  corporations  to  pay 
dividends,  even  when  corporate  resources 
should  be  accumulated  for  other  purposes. 

Whether  the  IRS  is  applying  the  AET  will* 
the  intention  of  collecting  it  or  whether  the  Im- 
position  of  the  AET  is  used  as  a  bargaining 
chip  to  resolve  other  issues,  the  effect  is  the 
same — unnecessary  and  harmful  interference 
in  decisions  that  are  best  left  to  the  corpora- 
tion>  We  need  to  free  corpornte  directors  from 
the  prospect  of  the  AET  and  encourage  com- 
panies to  make  capital  investments  in  order  to 
grow  and  compete  in  the  future.  This  Cor»- 
gress,  at  the  very  least,  should  not  be  discour- 
aging corporations  from  retaining  capital  for 
investment  purposes. 

This  legislation  has  received  hearings  by 
the  Ways  and  Means  Sutxrommittee  on  Select 
Revenue  Measures,  and  it  is  my  hope  to  otter 
this  legislation  as  an  amendment  to  ppproprv 
ate  legislation  in  the  Ways  and  Means  Com- 
mittee in  the  102d  Congress.  I  believe  this 
legislation  makes  sense  and  hope  my  col- 
leagues can  lend  their  support. 
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DEPARTMENT  OF  THE  TREASURY 

WASHINGTON,  DC. 
ECRETARY  OF  THE  TREASURY 

May  12,  1993 


The  Honorable  Philip  Crane 
U.S.  House  of  Representatives 
Washington,  D.C.   20515 

Dear  Mr.  Crane: 


This  is  in  response  to  your  questions  concerning  business 
taxation  presented  in  connection  with  my  testimony  before  the 
Hays  &  Means  Committee. 

We  have  been  working  on  the  Administration's  proposal  for  the 
last  several  weeks  and  have  just  recently  finished  the 
legislative  language.   I  have  enclosed  our  responses  to  your 
questions.   Please  let  us  know  if  we  can  be  of  further  assistance 
in  this  matter. 

Sincerely, 


'/S^JX:^ 


Lloyd  Bentsen 
Enclosure 
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Answers  to  Written  Questions  Submitted  to  Secretary  Bentsen 

in  Connection  with  the  Secretary's  Appearance  before 

the  Ways  and  Means  Comaittee,  March  10,  1993 

MOTE:     Answers  to  all  qpiestions  reflect  the  Administration's 
proposal  as  drafted  in  the  legislation  introduced  to 
Congress  by  the  Administration  on  May  3,  1993.   As  you 
are  aware,  discussions  are   continuing  regarding  certain 
aspects,  of  the  proposal  and  eure  expected  to  continue 
during  the  House  Ways  and  Mecins  Committee  markup. 


Question  1: 

The  Administration's  stimulus/ investment  program  includes  a 
liberalization  of  the  rules  for  computing  depreciation  under  the 
corporate  AMT.  As  stated  in  Treasury's  supporting  material,  the 
purpose  is  to  reduce  a  tax  impediment  to  capital  investment  by 
corporate  businesses. 

I  eun  also  concerned  edsout  the  impact  of  the  corporate  AMT  on 
investment  by  state  and  local  governments  in  infrastructure 
improvements.  As  you  know,  the  Tax  Reform  Act  of  1986  had  the 
effect  of  subjecting  a  portion  of  state  and  local  bond  interest  to 
the  AMT  —  interest  that  had  historically  been  fully  tax-exempt. 
Under  the  adjusted  curxent  eeumings  (ACE)  provision,  75%  of  state 
and  local  bond  interest  is  now  effectively  taxed  under  the  AMT. 
This  acts  as  a  disincentive  for  corporations,  such  as  property  and 
casualty  insurance  companies,  to  provide  capital  needed  by  states 
and  municipalities.  In  considering  AMT  changes  to  encourage 
investment,  would  you  support  a  simileu:  liberalization  of  the  AMT 
rules  relative  to  state  and  local  bond  interest? 

Answer: 

The  Tax  Reform  Act  of  1986  requires  that  tax-exempt  municipal 
bond  interest  be  included  in  the  base  of  the  alternative  minimum 
tax  under  the  adjustment  for  adjusted  ciorrent  earnings  (ACE)  .  The 
purpose  of  including  tax  preferences  in  the  alternative  minimum  tax 
base  is  to  ensure  that  in  each  taxable  year  the  taxpayer  pay  a 
significant  tax  on  an  amount  more  nearly  approximating  economic 
income.  However,  for  capital-intensive  firms  the  depreciation 
component  of  the  ACE  adjustment  cam  substcintially  reduce  the  firm's 
incentive  to  invest. 

The  Administration's  proposal  would  provide  AMT  relief  by 
repealing  the  ACE  adjustment  for  depreciation,  but  would  retain  the 
depreciation  preference  in  the  AMT  base.  The  elimination  of  the 
ACE  depreciation  adjustment  would  cause  many  AMT  taxpayers  to 
become  regular  taxpayers.  Although  the  Administration's  proposal 
does  not  directly  address  the  treatment  of  tax-exempt  interest 
under  ACE,  it  would  also  reduce  the  significance  of  the  ACE 
adjustment  for  taxpayers  remaining  subject  to  the  AMT.   In  either 
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case,  the  proposed  AMT  change  would  indirectly  benefit  many  AMT 
taxpayers  that  also  have  tax-exempt  municipal  bond  income.  In 
addition,  the  Administration  is  examining  cost-effective  ways  to 
assist  states  and  municipalities  raise  the  capital  needed  for 
infrastructure  development  and  maintenance. 

Question  2: 

Has  the  Administration  considered  any  long-term  capital 
recovery  incentives  for  businesses  which  are  deploying  new 
technology? 

Answer : 

The  administration • s  proposal  offers  three  direct  long-term 
incentives  for  firms  deploying  new  technology.  First,  the  proposal 
would  permanently  extend  the  research  and  experimentation  credit. 
Second,  the  proposal  would  encourage  the  development  of  high-speed 
rail  by  exempti/ig  private  activity  bonds  used  to  finance  such 
projects  from  the  State  private  activity  bond  volume  limitations. 
And  third,  "high-tech"  businesses  would  be  eligible  for  the 
investment  tax  credit,  as  well  as  for  capital  gains  tax  relief.  In 
addition,  by  seeking  to  significantly  reduce  the  deficit,  the 
proposal  offers  the  prospect  of  lower  long  term  interest  rates 
which  also  benefits  businesses  engaged  in  long-term  ventures. 

Question  3: 

Leurge  capital  intensive  corporations  (eventually)  will  pay  out 
substantially  more  in  taxes  because  of  the  2%  corporate  income  tax 
rate  increase  than  the  eunount  of  tax  benefit  they  receive  from  the 
temporaury  incremental  investment  tax  credit  (IITC)  .  This  net  cash 
outflow  eventually  will  reduce  internally  generated  funds  for 
futiire  capital  programs.  How  does  this  sitiiat'ion  help  the  economy 
in  the  long-run? 

Answer: 

Focusing  on  just  one  element  of  the  Administration's  economic 
plan  Ccm  paint  a  misleading  pictxire.  Taken  as  a  whole,  the 
Administration's  economic  proposal  will  benefit  the  economy, 
including  the  corporate  sector,  in  the  long  run.  One  important 
benefit  comes  from  deficit  reduction,  due  party  to  revenues 
attributable  to  the  increase  in  the  top  corporate  income  tax  rate. 
Interest  rates  have  already  declined  in  recognition  of  the  serious 
intent  of  this  Administration  to  reduce  the  budget  deficit.  Thus, 
even  if  the  increase  in  the  top  rate  does  reduce  the  internally 
generated  funds  for  the  3,000  or  so  most  profitable  corporations, 
these  corporations  should  be  more  easily  able  to  finance  their 
investment  by  issuing  stock  or  debt. 


68-793  0  -  93  - 


216 


Question  4: 

I  would  appreciate  your  position  on  repeal  of  the  accumulated 
eeurnings  tax  (A£T)  as  it  applies  to  widely  held  corporations.  In 
the  event  you  do  not  view  AET  repeal  favorably,  I  would  also  be 
interested  in  your  view  on  creating  a  safe  harbor  so  that 
corporations  at  Least  know  when  the  IRS  may  choose  to  impose  this 
teuc  upon  them. 

Answer: 

Because  of  the  increase  in  the  top  individual  income  tax 
rates,  the  Administration  believes  it  is  appropriate  to  revise  the 
accumulated  e8umings  tax.  As  you  know,  the  accumulated  earnings 
tax  has  been  around  since  the  early  days  of  the  income  tax  to 
prevent  eibusive  tremsactions  in  which  owners  of  a  business  retain 
excess  funds  inside  a  corporation,  rather  than  pay  out  dividends  or 
saleuries  upon  which  they  would  be  taxed.  In  order  to  retain  its 
role  in  preventing  such  potentially  abusive  tcuq>ayer  behavior,  the 
Administration  proposes  increasing  the  rate  of  the  AET  to  the 
proposed  to  individual  tax  rate  of  39.6  percent.  The  current  "safe 
harbor"  rules  will,  however,  continue  to  be  available.  Thus,  the 
minimum  exemption  of  $250,000  ($150,000  for  certain  service 
corporations)  will  continue  to  apply,  as  will  the  established  rules 
used  to  calculate  working  capital  for  inventory  pvirposes.  Firms 
will  also  continue  to  be  permitted  to  acc\imulate  funds  as  part  of 
a  business  plan  for  future  expansion.  It  is  possible  that  more 
cleurity  regarding  safe  harbors  could  reduce  uncertainty  about  the 
application  of  the  accumulated  eeurnings  tax.  I  would  welcome  any 
suggestions  that  you  might  have  regarding  appropriate  clarification 
of  the  current  rules. 
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Mr.  Rangel.  Without  objection,  the  Chair  asks  unanimous  con- 
sent to  have  questions  for  Senator  Bentsen  from  Representative 
Don  Sundquist  to  be  entered  into  the  record. 

[The  information  follows:] 
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DEPARTMENT  OF  THE  TREASURY 
WASHINGTON,  D.C. 

SECRETARY  OF  THE  TREASURY 

May  12,  1993 


The  Honorable  Don  Sundqulst 
U.S.  House  of  Representatives 
Washington,  D.C.   20515-4207 

Deeu:  Mr.  Svmdqulst: 

This  is  in  response  to  your  questions  concerning  the 
Administration's  modified  Btu  energy  tax  proposal  presented  in 
connection  with  my  testimony  before  the  Ways  &  Means  Committee. 

We  have  been  working  on  this  proposal  for  the  last  several  weeks 
and  have  just  recently  finished  the  legislative  language.   Your 
questions  were  helpful  to  us  in  developing  the  proposal.   I  have 
enclosed  our  responses  to  your  questions..   Please  let  us  know  if 
we  can  be  of  further  assistance  in  this  matter. 


Sincerely, 
Lloyd  Bentsen 


',4-3^ 


Enclosvire 
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Anavars  to  Wrlttan  Quastiona  Suhalttad  to  Saoratary  Bantaan 

in  connaction  with  tha  Saoratary'a  Appaaranoa  bafora 

tba  Waya  and  Maana  Coamlttaa,  Maroh  10,  1993 

VOTEi      Answers  to  all  questions  reflect  the  Administration's 
proposal  as  drafted  in  the  legislation  introduced  to 
Congress  by  the  Administration  on  Nay  3,  1993.   As  you 
are  aware,  discussions  are  continuing  regarding  certain 
aspecta  of  the  proposal  and  are  expected  to  continue 
during  the  House  Ways  and  Means  Committee  marlcup. 


Quaatlon  Ix 

The  Btu  tax  as  proposed  would  be  levied  on  crude  oil  refined 
by  domestic  refineries.   Those  refineries  would  then  attempt  to 
recover  that  tax  by  passing  it  along  in  the  price  of  refined 
products  (gasoline^  diesel,  etc.)  sold.   It  is  my  understanding 
that  under  the  GATT,  taxes  on  imports  can  only  be  levied  if  there 
is  a  tax  on  IJJcq  products.   Since  the  proposed  tax  is  not  being 
levied  directly  on  domestically  produced  refined  products,  can 
imported  refined  products  be  taxed  without  violating  GATT? 

Answer I 

The  tax  will  be  imposed  on  refined  petroleum  products  rather 
than  on  crude  oil.   The  same  tax  rates  will  apply  to  each  class 
of  refined  petrolevim  products,  regardless  of  their  origin.   This 
treatment  is  fully  consistent  with  the  GATT. 

Qnastion  2s 

The  proposed  Btu  t«uc  will  be  levied  on  domestically  produced 
coal  at  the  minemouth  at  an  average  rate  of  about  $5.50  per  ton. 
Dnder  the  proposal,  can  the  Btu  tax  be  imposed  on  imported  coal? 
If  not,  the  resulting  impact  of  the  tax  will  be  to  put 
dOBestically  produced  coal  at  a  com>«titive  disadvantage. 

ABSVsrt 

The  tax  on  coal,  irtiethar  dcmestically  produced  or  iaported, 
will  be  based  on  the  actual  Btu  content  of  the  coal  and  will  be 
imposed  at  the  point  of  receipt  by  the  end  user.   Ttoe  end  user 
will  be  liable  for  the  tax  and  remit  the  tax  directly  to  the 
GovernBant. 
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Mr.  Rangel.  One  question.  Mr.  Secretary,  there  are  no  provi- 
sions to  offset  the  energy  tax  for  the  unemployed  or  those  on  wel- 
fare, are  there? 

Secretary  Bentsen.  Well,  you  have  got  LIHEAP  and  food 
stamps. 

Mr.  Rangel.  Okay. 

On  behalf  of  the  Chairman,  we  really  want  to  thank  you  for  your 
testimony  this  morning  and  look  forward  to  working  with  you  as 
well  as  we  have  in  the  past.  Thank  you  so  much.  The  committee 
stands  adjourned  until  2  p.m. 

Secretary  Bentsen.  Thank  you. 

[Secretary  Bentsen's  answers  to  questions  submitted  by  Mr. 
Bunning  follow:] 

Questions  for  Secretary  Bentsen  From  Congressman  Jim  Bunning 

I  have  some  concerns  about  the  intangibles  title  contained  in  HR  13.  Specifically 
I  believe  we  should  exclude  purchased  mortgage  servicing  rights  (PMSR)  from  the 
14  year  amortization  rule.  As  you  know,  it  is  a  well  established  industry  practice 
for  PMSR  to  be  amortized  over  a  7-10  year  period.  Last  year,  as  chairman  of  the 
Senate  Finance  Committee,  you  worked  with  Assistant  Secretary  Goldberg  closely 
to  eliminate  this  provision  from  HR  11.  The  proposed  change  would  increase  the 
cost  of  homeownership  and  further,  overturn  practices  sanctioned  by  the  IRS  and 
the  tax  courts  since  the  early  1970s. 

It  is  generally  held  that  PMSR  is  different  from  other  intangibles.  It  is  quantifi- 
able, severable  and  marketable.  Because  PMSR  has  these  characteristics,  tne  Fed- 
eral Reserve,  OCC,  OTS,  and  the  FDIC  have  all  deemed  PMSR  to  be  the  only  intan- 
gible that  is  eligible  for  tier  I  capital  calculations.  As  the  nation's  chief  financial  offi- 
cer with  responsibility  for  the  regulations  of  financial  institutions,  would  you  please 
tell  me  what  effect  this  change  would  have  on  bank  and  thrift  capital?  What  effect 
would  this  provisions  have  on  taxpayers  in  relation  to  the  RTC,  and  future  FDIC 
or  RTC  acquisitions? 

Answer.  Extending  the  amortization  period  of  PMSR  will  not  alter  the  overall  am- 
ortizable  amount,  but  will  decrease  the  amount  of  PMSR  that  can  be  deducted  from 
taxable  income  in  a  given  year.  Consequently,  banks  and  thrifts  may  incur  addi- 
tional tax  expense.  Any  additional  tax  expense  may  or  may  not  affect  bank  capital 
depending  on  the  ability  of  the  bank  to  book  a  deferred  tax  asset  as  allowed  under 
Financial  Accounting  Standard  109  and  proposed  federal  banking  agency  rules. 

Very  few  depository  institutions  hold  significant  amounts  of  PMSR.  As  of  year- 
end  1992,  only  25  banks  and  44  savings  associations  had  PMSR  in  excess  of  one 
percent  of  their  assets.  Changing  the  amortization  period  of  PMSR  will  have  almost 
no  effect  on  the  levels  of  bank  or  savings  association  failures  and  FDIC  or  RTC  ac- 
quisitions, or  on  taxpayer  costs  associated  with  such  failures  and  acquisitions. 

[Whereupon,  at  12:45  p.m.,  the  committee  recessed,  to  reconvene 
at  2  p.m.] 

Chairman  ROSTENKOWSKI.  The  committee  will  come  to  order. 

Grood  afternoon.  The  committee  will  now  resume  its  examination 
of  proposals  included  in  President  Clinton's  budget.  Having  heard 
from  the  administration's  economic  team,  we  will  now  turn  to  the 
programmatic  issues  within  the  Department  of  Health  and  Human 
Services. 

I  would  like  to  extend  a  warm  welcome  to  Secretary  Donna 
Shalala  on  her  first  visit  to  the  Committee  on  Ways  and  Means. 
I  am  confident.  Madam  Secretary,  that  your  leadership  and  the 
management  skills  will  be  an  important  asset  in  your  Department. 

Dr.  Shalala,  you  and  I  share  a  common  challenge.  That  is,  a  sub- 
stantial portion  of  President  Clinton's  agenda  runs  through  your 
Department  and  will  have  to  be  enacted  by  this  committee.  Be- 
tween the  current  proposals  to  reduce  this  country's  deficit  and  fu- 
ture work  on  health  care  reform,  I  expect  that  you  will  become  a 
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familiar  face,  and  I  look  forward  to  working  with  you  in  partner- 
ship on  the  issues  that  are  common  to  both  this  committee  and  to 
your  Department. 

I  have  told  you  this  on  a  personal  basis.  I  like  your  style.  I  like 
your  aggressiveness.  I  think  that  you  will  bring  to  both  the  Depart- 
ment and  to  this  committee  an  atmosphere  of  getting  things  done. 
And  I  appreciate  your  taking  time  to  come  and  visit  with  us  and 
give  us  your  views. 

Any  comments? 

Madam  Secretary,  you  may  begin. 

STATEMENT  OF  HON.  DONNA  E.  SHALALA,  SECRETARY,  U.S. 
DEPARTMENT  OF  HEALTH  AND  HUMAN  SERVICES 

Secretary  Shalala.  Thank  you  very  much,  Mr.  Chairman,  and 
thank  you  for  your  very  warm  words  of  welcome.  I,  too,  look  for- 
ward to  working  with  you  and  with  the  other  members  of  the  com- 
mittee. 

I  am  honored  to  appear  before  you  today  to  discuss  the  proposals 
in  President  Clinton's  economic  package  that  fall  within  this  com- 
mittee's jurisdiction.  Although  most  of  the  decisions  affecting  the 
programs  within  the  committee's  jurisdiction  have  been  made,  de- 
tails regarding  a  number  of  the  proposals  are  still  being  developed, 
and  I  will  keep  the  committee  informed  of  all  the  final  decisions. 

The  President  has  undertaken  an  ambitious  agenda  to  strength- 
en the  economy,  to  create  jobs,  and  to  promote  economic  security 
for  American  families.  To  protect  our  future,  he  has  presented  to 
Congress  and  the  American  people  a  bold  plan  that  will  stimulate 
economic  growth  both  by  investing  wisely  in  the  American  people 
and  by  cutting  the  Federal  deficit.  We  must  take  this  historic  op- 
portunity to  do  both,  and  we  must  act  quickly. 

Critical  changes  in  the  major  programs  under  the  committee's  ju- 
risdiction are  central  to  this  investment  and  deficit  reduction  proc- 
ess. The  success  of  major  portions  of  the  President's  plan  rest  in 
your  hands.  We  will  rely  on  your  considerable  expertise,  experi- 
ence, and  involvement;  and  we  are  eager  to  work  with  you. 

First,  health  care  reform  and  Medicare.  One  of  the  most  signifi- 
cant investments  in  America's  future  will  be  to  reform  our  health 
care  system.  As  a  member  of  the  Task  Force  on  Health  Care  Re- 
form chaired  by  Mrs.  Clinton,  I  would  like  to  express  my  apprecia- 
tion to  this  committee  for  its  diligence  in  working  towards  consen- 
sus on  health  care  reform  last  year.  I  know  that  we  will  all  benefit 
from  that  experience  as  we  continue  to  work  for  fundamental  sys- 
temic change. 

You  know  as  well  as  I  that  neither  deficit  reduction  nor  serious 
investment  in  America's  future  can  be  accomplished  in  the  absence 
of  health  care  reform.  One-half  of  the  projected  increase  in  the  Fed- 
eral deficit  over  fiscal  years  1994  through  1998  is  due  to  growth  in 
Medicare  and  Medicaid  spending.  Health  care  spending  will  rise 
from  14  percent  to  19  percent  of  the  gross  domestic  product — 
GDP — by  the  end  of  this  decade,  crowding  out  other  resources  and 
opportunities  for  our  economic  security. 

The  President  has  promised  that  the  health  care  reform  plan  he 
presents  to  you  in  May  will  control  health  care  costs  and  guarantee 
families  the  security  of  health  coverage.  In  doing  so,  the  plan  will 
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build  a  stronger,  more  rational  health  care  service  delivery  system 
that  relies  on  prevention  and  primary  care,  that  protects  quality, 
that  minimizes  bureaucratic  inefficiency,  and  responds  to  the  needs 
of  real  people. 

The  daunting  task  of  cost  containment  must  include  short-term 
measures  and  more  comprehensive  reforms  to  stabilize  public  and 
private  health  care  spending  in  the  long  run. 

This  task  begins  in  the  President's  deficit  reduction  plan.  A  down 
payment  on  our  overall  cost  control  effort,  in  the  form  of  our  pro- 
posed Medicare  savings,  is  intended  to  reduce  the  deficit  without 
major  structural  reforms.  Structural  reforms  are  considered  more 
appropriate  within  the  context  of  overall  health  care  reform. 

The  Medicare  deficit  reduction  proposals  are  not  cuts.  Rather, 
they  will  curb  the  rate  of  Medicare  spending  growth  from  13  to  11 
percent  annually.  And  most  of  the  savings  are  from  health  care 
service  providers,  not  beneficiaries. 

A  more  detailed  written  description  of  the  Medicare  proposals,  as 
well  as  those  for  human  services  and  Social  Security,  are  attached 
to  my  statement  which,  with  your  permission,  I  would  like  to  pro- 
vide for  the  hearing  record. 

Chairman  RosTENKOWSKi.  Without  objection. 

Secretary  Shalala.  In  Medicare  part  A,  the  President  has  pro- 
posed an  extension  of  the  current  policy  of  increasing  hospital  pay- 
ments at  a  rate  of  market  basket  minus  1  percent  and  moving  the 
annual  increase  from  October  to  January,  similar  to  the  update  for 
other  Medicare  services. 

Other  changes  under  Medicare  part  A  include: 

Gradually  lowering  Medicare  indirect  medical  education  pay- 
ments to  teaching  hospitals; 

Extending  the  current  provision  in  statute  whereby  inpatient 
hospital  capital  payments  are  reduced  by  10  percent; 

Revising  Medicare  direct  medical  education  subsidies  to  favor 
training  for  primary  care  and  basing  payments  on  a  national  per- 
resident  amount,  rather  than  a  hospital-specific  amount; 

Eliminating  hospital-based  home  health  agencies'  upward  adjust- 
ment to  their  per-visit  cost  limits;  and 

Eliminating  Medicare  return  on  equity  payments  to  proprietary 
skilled  nursing  facilities. 

In  Medicare  part  B,  as  you  know,  the  current  law  provision  set- 
ting monthly  premium  amounts  expires  in  1995.  The  President  has 
proposed  to  extend  the  levels  between  program  costs  and  the  pre- 
mium at  an  appropriate  level  for  1996  and  thereafter.  Another  pro- 
posal will  extend  the  current  requirement  that  hospital  outpatient 
capital  payments  be  reduced  by  10  percent. 

Other  Medicare  part  B  proposals  include: 

Reducing  payments  for  clinical  laboratory  services  and  extending 
the  current  law  2  percent  ceiling  on  updates  through  1998; 

Lowering  physician  fee  schedule  updates  by  2  percentage  points 
for  all  nonprimary  care  services; 

Phasing  in  a  resource-based  system  for  practice  expenses  under 
the  physician  fee  schedule; 

Changing  the  default  formulas  under  the  Medicare  volume  per- 
formance standard  program  to  provide  for  a  spending  growth  rate 
that  is  closer  to  that  for  gross  domestic  product; 
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Bundling  payments  for  inpatient  radiology,  anesthesia  and  pa- 
thology services  into  a  fixed  payment  per  discharge  via  hospital  di- 
agnostic related  groups; 

Encouraging  the  submission  of  part  B  claims  via  electronic  for- 
mat by  charging  physicians  and  suppliers  $1  per  paper  claim; 

Establishing  a  single  fee  for  surgery  regardless  of  whether  the 
primary  surgeon  uses  an  assistant  at  surgery; 

Extending  physician  ownership  and  referral  prohibitions  to  addi- 
tional services; 

Reducing  payments  for  durable  medical  equipment  by  tightening 
the  national  limits  and  reclassifying  certain  items,  giving  Medicare 
contractors  more  authority  and  flexibility  in  certain  areas;  and 

Setting  the  EPO  at  non-U. S.  market  rates  from  $11  per  thousand 
units  to  $10  per  thousand  units. 

In  addition  to  these  savings,  we  will  continue  our  efforts  to  iden- 
tify cases  where  Medicare  made  a  mistaken  primary  payment, 
Parts  A  and  B,  for  services  when  a  beneficiary  had  other  primary 
insurance,  either  public  or  private,  and  we  propose  to  extend  the 
secondary  pa3rment  rules  for  certain  disabled  beneficiaries  and  for 
beneficiaries  with  end  stage  renal  disease. 

In  welfare  and  family  support  programs,  any  realistic  attempt  to 
change  the  face  of  welfare  must  address  both  the  lack  of  parental 
support  which  millions  of  impoverished  children  face  every  day  and 
the  means  to  help  people  get  on  their  feet  through  job  training, 
education,  and,  ultimately,  productive  employment.  The  President 
and  I  have  pledged  to  strengthen  child  support  enforcement,  to  im- 
prove family  support  services,  and  to  end  welfare  as  we  know  it. 

I  want  to  take  this  opportunity  to  reiterate  that  this  administra- 
tion is  committed  to  reforming  our  welfare  system.  However,  we 
must  undertake  health  care  reform  first.  A  new  health  care  system 
is  a  precondition  to  moving  all  families  to  self-sufficiency.  Our  goal 
is  to  change  the  welfare  system  to  empower  Americans  to  improve 
their  lives  and  the  lives  of  their  children. 

In  the  near  future,  the  President  will  announce  a  group  on  wel- 
fare reform  to  develop  strategies  to  meet  the  following  four  goals: 

First,  to  ensure  that  full-time  workers  with  families  do  not  have 
to  raise  their  children  in  poverty; 

Second,  holding  absent  parents  financially  responsible  for  their 
children; 

Third,  providing  people  who  can  work  with  the  training  and  sup- 
port they  need  to  move  off  welfare; 

And,  finally,  to  make  cash  welfare  a  transitional  program. 

We  believe  that  real  welfare  reform  involves  changes  in  a  range 
of  Federal  policies  and  programs,  and  President  Clinton's  economic 
plan  addresses  some  of  those  changes  by  including  proposals  de- 
signed to  make  work  pay.  For  example,  the  plan  proposes  to  ex- 
pand the  Earned  Income  Tax  Credit  to  ensure  that  a  family  of  four 
will  not  be  forced  to  live  below  the  poverty  level  if  one  of  the  par- 
ents works  full-time  at  a  minimum  wage  job. 

The  President's  plan  includes  both  investments  and  deficit  reduc- 
tion measures  in  specific  programs  of  the  Administration  for  Chil- 
dren and  Families — ^ACF.  Two  investments  will  be  directed  toward 
further  strengthening  American  families.  The  first  is  for  parenting 
and  family  support  services,  and  the  second  investment  contains 
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moneys  for  the  child  care  and  development  block  grant.  This  in- 
vestment will  provide  additional  resources  to  help  low-income  fami- 
lies who  need  child  care  services. 

The  first  ACF  deficit  reduction  measure  involves  eliminating  the 
enhanced  Federal  funding  matching  rates  offered  to  States  for 
many  years  as  incentives  to  carrying  out  special  aid  to  families 
with  dependent  children — ^AFDC— administrative  activities.  We 
propose  to  bring  these  incentive  match  rates  back  to  50  percent, 
which  is  the  normal  match  rate  for  State  administration  of  the 
AFDC  program.  Similar  policies  also  will  apply  to  the  Medicaid  and 
food  stamp  programs. 

Secondly,  the  President  has  enunciated  some  immediate  actions 
which  can  be  taken  to  strengthen  the  enforcement  of  child  support 
and  to  add  to  the  overall  goal  of  deficit  reduction.  Specifically, 
President  Clinton  has  identified  Federal  savings  that  will  be 
achieved  through  several  program  enhancements.  These  efforts 
would  also  serve  to  support  and  complement  long-range  reforms  to 
child  support  enforcement  that  will  be  put  forth  by  the  welfare  re- 
form task  force. 

The  twin  goals  of  investment  and  deficit  reduction  will  be  pur- 
sued in  the  largest  Federal  program  of  all.  Social  Security.  Presi- 
dent Clinton  proposes  stimulus  monies  and  long-term  investments 
in  the  efficiency  and  services  of  the  Social  Security  Administra- 
tion— SSA.  The  President's  fiscal  year  1993  supplemental  budget 
request  includes  monies  to  process  the  backlog  of  disability  claims, 
SSA's  most  crucial  problem,  and  to  improve  automation  and  infra- 
structure. 

Multi-year  investments  will  be  used  to  continue  the  critical  mod- 
ernization of  SSA.  This  investment  will  permit  a  long-needed  com- 
puter system  redesign  and  lay  the  groundwork  for  the  automation 
systems  that  will  be  necessary  to  handle  the  increased  number  of 
claims  expected  when  the  baby  boom  generation  retires. 

President  Clinton  proposes  that  the  Social  Security  Administra- 
tion's contribution  to  deficit  reduction  will  come  in  two  ways.  First, 
the  plan  will  increase  the  percentage  of  taxable  Social  Security 
benefits  for  individuals  already  taxed.  And  I  want  to  emphasize 
this  will  not  increase  the  number  of  people  paying  taxes  on  their 
Social  Security  benefits.  Only  those  with  higher  incomes,  who  al- 
ready pay  some  taxes  on  benefits,  will  have  those  taxes  increased. 

Second,  the  President  proposes  charging  a  fee  to  States  for  which 
SSA  administers  a  State  supplement  of  the  Federal  Supplementary 
Security  Income  program.  Many  States  have  eligibility  require- 
ments that  are  different  from  those  for  the  Federal  benefit,  making 
determinations  complex  and  costly  for  SSA  to  manage.  Regardless 
of  the  complexity  of  State  rules,  the  Federal  Government  incurs 
costs  for  all  States  for  which  it  administers  a  State  supplement, 
and  it  is  not  unreasonable  to  ask  States  to  assume  part  of  these 
costs. 

Finally,  President  Clinton's  economic  package  provides  a  strong 
foundation  for  our  national  prosperity  by  stimulating  the  economy, 
investing  in  our  future,  and  reducing  the  deficit.  Our  impending 
health  care  reform  package  and  our  future  welfare  reform  actions 
will  build  on  this  foundation. 
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Mr.  Chairman,  I  look  forward  to  working  closely  with  this  com- 
mittee as  we  move  through  the  budget  reconciliation  process,  as  we 
strive  for  health  care  and  welfare  reform,  and  as  we  develop  subse- 
quent initiatives  to  improve  the  lives  of  all  Americans. 

I  will  be  happy  to  try  to  answer  any  questions  you  may  have. 

Chairman  Rostenkowski.  Thank  you,  Madam  Secretary. 

[The  prepared  statement  and  attachment  follow:] 


226 


STATEMENT  OF  HON.  DONNA  E.  SHALALA,  SECRETARY, 
U.S.  DEPARTMENT  OF  HEALTH  AND  HUMAN  SERVICES 


MR.  CHAIRMAN  AND  MEMBERS  OF  THE  COMMITTEE 

I  am  honored  to  appear  before  you  today  to  discuss  the 
proposals  in  President  Clinton's  economic  package  that  fall 
within  this  Committee's  jurisdiction.  Although  most  of  the 
decisions  affecting  the  programs  within  the  Committee's 
jurisdiction  have  been  made,  details  regarding  a  number  of 
proposals  are  still  being  developed.   I  will  keep  the  Committee 
informed  of  all  final  decisions. 

The  President  has  undertaken  an  asibitious  agenda  to 
strengthen  the  economy,  create  jobs,  and  promote  economic 
seciirity  for  American  families.   To  protect  our  future,  he  has 
presented  to  Congress  and  the  American  people  a  bold  plan  that 
will  stimulate  economic  growth  both  by  investing  wisely  in  the 
American  people  and  by  cutting  the  Federal  deficit.  We  must  take 
this  historic  opportunity  to  do  both,  and  we  must  act  quickly. 

Critical  changes  in  the  major  programs  under  the  Committee's 
jurisdiction  are  central  to  this  investment  and  deficit  reduction 
process.   The  success  of  major  portions  of  the  President's  plan 
rests  in  your  hands.  We  will  rely  on  your  considerable  expertise 
and  your  involvement.   We  are  eager  to  work  with  you. 

Health  Care  Reform  and  Medicare 

One  of  the  most  significant  investments  in  America's  future 
will  be  to  reform  our  health  care  system.  As  a  member  of  the 
Task  Force  on  Health  Care  Reform,  chaired  by  Mrs.  Clinton,  I 
would  like  to  express  my  appreciation  to  this  Committee  for  its 
diligence  in  working  toward  consensus  on  health  care  reform  last 
year.   I  know  that  we  will  all  benefit  from  that  experience  as  we 
continue  to  work  for  fundzunental  systemic  change. 

You  know  as  well  as  I  that  neither  deficit  reduction  nor 
serious  investment  in  America's  future  can  be  accomplished  in  the 
absence  of  health  care  reform.  One  half  of  the  projected 
increase  in  the  Federal  deficit  over  Fiscal  Years  1994  through 
1988  is  due  to  growth  in  Medicare  and  Medicaid  spending.   Health 
care  spending  will  rise  from  14  percent  to  19  percent  of  the 
gross  domestic  product  (GDP)  by  the  end  of  this  decade,  crowding 
out  other  resources  and  opportunities  for  economic  security. 

The  President  has  promised  that  the  health  care  reform  plan 
he  presents  to  you  in  May  will  control  health  care  costs  and 
guarantee  families  the  security  of  health  coverage.   In  so  doing, 
the  plan  will  build  a  stronger,  more  rational  health  care  service 
delivery  system  that  relies  on  prevention  and  primary  care, 
protects  quality,  minimizes  bureaucratic  inefficiencies,  and 
responds  to  the  needs  of  real  people. 

The  daunting  task  of  cost  containment  must  include  short 
term  measures  and  more  comprehensive  reforms  to  stabilize  public 
and  private  health  care  spending  in  the  long  r\in. 

This  task  begins  in  the  President's  deficit  reduction  plan. 
A  down  payment  on  our  overall  cost  control  effort,  in  the  form  of 
our  proposed  Medicare  savings,  is  intended  to  reduce  the  deficit 
without  major  structural  reforms.   Structural  reforms  are 
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considered  aore  appropriate  within  the  context  of  overall  health 
care  refora. 

The  Medicare  deficit  reduction  proposals  are  not  "cuts." 
Rather,  they  will  curb  the  rate  of  Medicare  spending  growth  from 
13  percent  to  11  percent  annually.   Most  of  the  savings  are  fron 
health  care  services  providers,  not  beneficiaries. 

A  Bore  detailed  written  description  of  the  Medicare 
proposals  as  well  as  those  for  husan  services  and  Social  Security 
are  attached  to  ny  statenent,  which,  with  your  peraission,  I 
would  like  to  provide  for  the  hearing  record. 

In  Medicare  Part  A,  the  President  has  proposed  an  extension 
of  the  current  policy  of  increasing  hospital  payments  at  a  rate 
of  narket  basket  minus  1%  and  moving  this  annual  increase  from 
October  to  January  similar  to  the  update  for  other  Medicare 
services.   Other  changes  under  Medicare  Part  A  include: 

*Gradually  lowering  Medicare  indirect  medical  education 

payments  to  teaching  hospitals; 

*Extendin9  the  current  provision  in  statute  whereby 
inpatient  hospital  capital  payments  are  reduced  by  10 
percent; 

*Revi8ing  Medicare  direct  medical  education  subsidies  to 
favor  training  for  primary  care  and  basing  payments  on  a 
national  per-resident  amount,  rather  than  a  hospital- 
specific  amount; 

*Eliminatin9  the  hospital-based  home  health  agencies'  upward 
adjustment  to  their  p«r-visit  cost  limits;  and 

*Eliminating  Medicare  return  on  equity  payments  to 
proprietary  skilled  nursing  facilities. 

In  Medicare  Part  B,  aa  you  know,  the  current  law  provision 
setting  monthly  premium  amounts  expires  in  1995.  The  President 
has  proposed  to  extend  the  levels  between  program  costs  and  the 
premium  at  an  appropriate  level  for  1996  and  thereafter.  Another 
proposal  will  extend  the  current  requirement  that  hospital 
outpatient  capital  payments  be  reduced  by  10  percent. 

Other  Medicare  Part  B  proposals  include: 

AReduclng  payments  for  clinical  laboratory  services  and 
extending  the  current  law  2  percent  celling  on  updates 
through  1998; 

^Lowering  physician  fee  schedule  updates  by  2  percentage 
points  for  all  non-primary  care  services; 

•Phasing  In  a  resource-based  system  for  practice  expenses 
under  the  physician  fee  schedule; 

•Changing  the  default  formulas  under  the  Medicare  volume 
performance  standard  (MVPS)  program  to  provide  for  a 
spending  growth  rate  that  is  closer  to  that  for  GDP; 
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ABundling  payments  for  inpatient  radiology,  anesthesia  and 
pathology  services  into  a  fixed  payment  per  discharge  via 
hospital  diagnostic  related  groups; 

*Encouraging  the  submission  of  Part  B  claims  via  electronic 
format  by  charging  physicians  and  suppliers  $1  per  paper 
claim; 

♦Establishing  a  single  fee  for  surgery  regardless  of  whether 
the  primary  surgeon  uses  an  assistant-at-surgery; 

•Extending  physician  o%mership  and  referral  prohibitions  to 
additional  services; 

♦Reducing  payments  for  durable  medical  equipment  by 
tightening  the  national  limits;  reclassifying  certain  items; 
and  giving  Medicare's  contractors  more  authority  and 
flexibility  in  certain  areas;  and 

♦Setting  epogen  (EPO)  at  non-U. S.  market  rates  from  $11  per 
1,000  units  to  $10  per  1,000  units. 

In  addition  to  these  savings,  we  will  continue  our  efforts 
to  identify  cases  where  Medicare  made  a  mistedcen  primary  payment 
(Parts  A  and  B)  for  services  when  a  beneficiary  had  other  primary 
insurance,  either  public  or  private,  and  we  propose  to  extend 
secondary  payment  rules  for  certain  disabled  beneficiaries  and 
for  beneficiaries  with  end  stage  renal  disease. 

Welfare  and  Familv  Support  Programs 

Any  realistic  attempt  to  change  the  face  of  welfare  must 
address  both  the  lack  of  parental  support  which  millions  of 
impoverished  children  face  every  day  and  the  means  to  help  people 
get  on  their  feet  through  job  training,  education,  and, 
ultimately,  productive  employment.   The  President  and  I  have 
pledged  to  strengthen  child  support  enforcement,  improve  f€unily 
support  services,  and  to  end  welfare  as  we  know  it. 

I  want  to  teike  this  opportunity  to  reiterate  that  this 
Administration  is  committed  to  reforming  our  welfare  system. 
However,  we  must  undertake  health  care  reform  first.   A  new 
health  care  system  is  a  precondition  to  moving  all  families  to 
self-sufficiency.   Our  goal  is  to  change  the  welfare  system  to 
empower  Americans  to  improve  their  lives  and  the  lives  of  their 
children. 

In  the  near  future,  the  President  will  announce  a  task 
force  on  welfare  reform  to  develop  strategies  to  meet  the 
following  four  goals: 

♦Ensuring  that  full-time  workers  with  feunilies  do  not  have 

to  raise  their  children  in  poverty; 

♦Holding  absent  parents  financially  responsible  for  their 
children; 
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•Providing  p«opl«  who  can  work  with  the  training  and  support 
they  need  to  move  off  of  welfare;  and 

*M2Jcing  cash  welfare  a  transitional  prograa. 

We  believe  that  real  welfare  refom  involves  changes  in  a 
range  of  federal  policies  and  programs.   President  Clinton's 
economic  plan  addresses  some  of  those  changes  by  including 
proposals  designed  to  make  work  pay.   For  example,  the  plan 
proposes  to  expand  the  Earned  Income  Tax  Credit  to  ensure  that  a 
family  of  four  will  not  be  forced  to  live  below  the  poverty  level 
if  one  of  the  parents  works  full  time  at  a  minimum  wage  job. 

The  President's  plan  includes  both  investments  and  deficit 
reduction  measures  in  specific  programs  of  the  Administration  for 
Children  and  Families  (ACF) .   Two  investments  will  be  directed 
toward  further  strengthening  American  families.   The  first  is  for 
parenting  and  family  support  services.   The  second  investment 
contains  monies  for  the  Child  Care  and  Development  Block  Grant. 
This  investment  will  provide  additional  resources  to  help  low 
income  families  who  need  child  care  services. 

The  first  ACF  deficit  reduction  measure  involves  eliminating 
the  enhanced  Federal  funding  matching  rates  offered  to  States  for 
many  years  as  incentives  to  carrying  out  special  Aid  to  Families 
with  Dependent  Children  (AFDC)  administrative  activities.   We 
propose  to  bring  these  incentive  match  rates  back  to  50  percent- 
the  normal  match  rate  for  State  administration  of  the  AFDC 
program.   Similar  policies  also  will  apply  to  the  Medicaid  and 
Food  Stamp  programs. 

Secondly,  the  President  has  enunciated  some  immediate 
actions  which  can  be  taken  to  strengthen  the  enforcement  of  child 
support  and  add  to  the  overall  goal  of  deficit  reduction. 
Specifically,  President  Clinton  has  identified  Federal  savings 
that  will  be  achieved  through  several  program  enhancements. 
These  efforts  would  also  serve  to  support  and  complement  long- 
range  reforms  to  child  support  enforcement  that  will  be  put  forth 
by  the  welfare  reform  task  force. 

Social  Security 

The  twin  goals  of  investment  and  deficit  reduction  will  be 
pursued  in  the  largest  Federal  program  of  all.  Social  Security. 
President  Clinton  proposes  stimulus  monies  and  long  term 
investments  in  the  efficiency  and  services  of  the  Social  Security 
Administration  (SSA) .   The  President's  Fiscal  Year  1993 
Supplemental  Budget  Request  includes  monies  to  process  the 
backlog  of  disability  claims,  SSA's  most  critical  problem,  and  to 
improve  automation  and  infrastructure. 

Multi-year  investments  will  be  used  to  continue  the  critical 
modernization  of  SSA.   This  investment  will  permit  a  long-needed 
computer  system  redesign  and  lay  the  groundwork  for  the 
automation  systems  that  will  be  necessary  to  handle  the  increased 
number  of  claims  expected  when  the  "baby  boom"  generation 
retires. 

President  Clinton  proposes  that  the  Social  Security 
Administration's  contribution  to  deficit  reduction  will  come  in 
two  ways.   First,  the  plan  will  increase  the  percentage  of 
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taxable  Social  Security  benefits  for  individuals  who  are  already 
taxed.   I  want  to  emphasize  that  this  will  not  increase  the 
number  of  people  paying  taxes  on  their  Social  Security  benefits. 
Only  those  with  higher  incomes,  who  already  pay  some  taxes  on 
benefits,  will  have  those  taxes  increased. 

Second,  the  President  proposes  charging  a  fee  to  States  for 
which  SSA  administers  a  State  supplement  of  the  Federal 
Supplemental  Security  Income  (SSI)  program.   Many  States  have 
eligibility  requirements  that  are  different  from  those  for  the 
Federal  SSI  benefit,  metking  determinations  complex  and  costly  for 
SSA  to  manage.   Regardless  of  the  complexity  of  State  rules,  the 
Federal  government  incurs  costs  for  all  States  for  which  it 
administers  the  State  Supplement,  and  it  is  not  unreasonable  to 
ask  States  to  assume  part  of  these  costs. 

Conclusion 

President  Clinton's  economic  package  provides  a  strong 
foundation  for  our  national  prosperity  by  stimulating  the 
economy,  investing  in  our  future,  and  reducing  the  deficit.   Our 
impending  health  care  reform  package  and  our  future  welfare 
reform  actions  will  build  upon  this  foundation. 

Mr.  Chairman,  I  look  forward  to  working  closely  with  this 
Committee  as  we  move  through  the  budget. reconciliation  process, 
strive  for  health  care  and  welfare  reform,  and  develop  subsequent 
initiatives  to  improve  the  lives  of  all  Americans.   I  will  be 
happy  to  answer  any  questions  you  nay  have. 
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ATTACHMENT 

FOR  THE  TESTIMONY  OF 

DONNA  E.  SHAIALA 

SECRETARY  OF  HEALTH  AND  HUMAN  SERVICES 


raOPOBALB 
MEDICARB  -  PART  A 

1.  Extend  the  10%  Reduction  Hospital  Capital  P«VDt« 

Under  current  lav,  Medicare  payments  for  hospital  capital  under 
both  Part  A  (inpatient)  and  Part  B  (outpatient)  are  reduced  by  10 
percent,  through  FY  1995.   This  proposal  would  permanently  extend 
that  10%  reduction.   Paying  hospitals  less  than  their  full  cost 
of  capital  provides  a  strong  incentive  to  evaluate  the  need  for 
capital  investment  and  thus  places  an  important  brake  on  the 
unnecessary  proliferation  of  plant  and  equipment.   In  addition, 
hospital  occupancy  rates  have  averaged  below  70%  for  several 
years;  Medicare  should  not  subsidize  this  excess  capacity.  This 
proposal  is  consistent  with  the  Department's  Inspector  General 
recommendations . 

Savings  (in  millions) 

FY  1994         4-Year  Total 

Part  A     $0  $680 

Part  B     $0  $260 

2.  Bet  the  PPS  Hospital  Update  at  Market  Basket  Minus  1»  in 
FY  1994  and  PY  1995 

This  proposal  would  continue  the  current  practice  of  setting 
hospital  updates  below  the  market  basket  rate  of  increase  by 
setting  the  update  at  the  market  basket  rate  of  increase  minus 
one  percentage  point  for  each  of  FYs  1994  and  1995.   Maintaining 
an  update  less  than  the  full  market  basket  rate  of  increase 
provides  continuing  incentives  for  hospitals  to  Increase 
efficiency  in  operations.   It  would  also  offset  a  previous 
forecast  error.  This  reduction  is  consistent  with  the 
recommendation  Prospective  Payment  Assessment  Commission  (ProPAC) 
is  expected  to  make  for  FY  1994. 

Savings  (in  millions) 

FY  1994        4-Year  Total 

$550  $5,190 
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3.  MOV  tha  ^i»»»i«l   ei>%BQa«   in  th«  Prc«D»etiv  Pavnt  Bvt— 
IPPSl    UDdataa  to  January  1  of  Baeli  Taar.    Baoinninq  with 

Under  currant  law,  the  annual  PPS  changes  and  updates  becoae 
effective  each  year  on  October  1,  absent  Congressional  action. 
This  proposal  would  nove  the  effective  date  for  annual  PPS 
changes  to  January  1,  to  confom  to  the  January  update  cycle  for 
nost  of  the  Medicare  program.   In  addition,  a  definite  January  1 
date  would  alleviate  the  uncertainty  and  disruption  which  occurs 
when  the  Congressional  legislative  cycle  goes  beyond  October  1. 

Savings  (in  Billions) 

FY  199*         4-Year  Total 

$1,000  $4,610 

4.  Phase  In  a  Keduetien  in  the  1MB  Pavent  Adlusf  ent  Katio 

Under  current  law,  Medicare  pays  hospitals  for  its  share  of  the 
indirect  medical  education  (IME)  costs  associated  with  the  use  of 
interns  and  residents.   The  IME  payment  factor  is  derived  from  a 
formula  that  relates  operating  coets  per  case  to  the  intensity  of 
the  hospital's  teaching  program.  This  proposal  would  alter  the 
adjustment  formula  to  reduce  the  extra  payment  amounts  beginning 
in  FY  1996.   Nvimerous  studies  by  HCFA,  the  Prospective  Payment 
Assessment  Commission  (ProPAC) ,  the  GAG  and  the  IG  show  that  the 
current  adjustment  formula  overstates  the  increase  in  costs 
resulting  from  the  presence  of  interns  and  residents. 

Savings  (in  millions) 

rY  1994        4-Year  Total 

$0  $1,940 

5.  Reform  Medicare  Payments  for  Direct  Medical  Bducation  Costs 

Under  current  law,   Medicare  payment  for  the  direct  costs  of 
graduate  medical  education  (GME)  are  based  on  each  hospital's  per 
resident  costs.  This  proposal  would  base  GME  payments  on  a 
national  average  per  resident  amount,  and  would  give  greater 
weight  to  primary  care  residencies.  Using  national  averages 
would  address  present  inequities  in  direct  GME  payments,  whereby 
some  providers  are  paid  five  times  as  much  per  resident  as 
others.  Moreover,  this  proposal  would  provide  an  incentive  for 
programs  to  recruit  and  train  primary  care  residents. 

Savings  (in  millions) 

FY  1994         4-Year  Total 

$350  $1,360 
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Bliainat*  Add-on  for  Ho«pltal-ba»«d  Ho»«  H««lth  Xq«noi«» 


Under  currant  lav,  hospital  baaad  hone  health  aganciaa  (HHAs) 
racaiva  an  upward  adjustaant  to  thalr  par-visit  cost  liaits. 
This  proposal  would  aliainate  this  adjustaant.  Baking 
freestanding  and  hospital-based  HHAs  subject  to  the  saaa  cost 
limits.   The  current  adjustaant  is  not  necessary;  roughly  half  of 
hospital-based  HHAs  do  not  exceed  the  cost  liaits  for 
freestanding  clinics.   Eliainating  the  adjustaant  would  provide 
incentives  for  the  remaining  hospital-based  HHAs  to  become  acre 
efficient,  and  would  level  the  playing  field  so  that  hospital- 
based  HHAs  do  not  have  a  coapetitive  advantage  over  freestanding 
HHAs. 

Savings  (in  Billions) 

n  199A  4-Ygar  Total 

$160  $840 


7. 


Bliainata  Keturn  On  Kmiitv  Pavaants  to  Proprietary  ■killed 
Mursino  Facilities 


Proprietary  Skilled  Nursing  Facilities  (SNFs)  are  the  only 
remaining  category  of  providers  that  receive  payment  for  Return 
on  Equity  (ROE)  from  Medicare.   Non-proprietary  SNFs  do  not 
receive  ROE  payments.   This  proposal  would  eliminate  Medicare  ROE 
payments  to  proprietary  SNFs,  thus  creating  fair  competition 
between  SNFs. 

Savings  (in  Billions) 

FY  1994         4 -Year  Total 

$110  $560 
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MEDICARE  -  PART  B 

1.  Maintain  Part  B  Pr— lim  »■  Proportion  of  Procrr—  Co«f 

Undar  ciarrant  law,  tha  aaount  of  tha  Part  B  pramiua  is  sat  in  lav 
through  1995.  Tha  preailiui  aaounta  vara  sat  by  Congraaa  in  OBRA 
90  >o  as  to  finance  approximataly  25  percent  of  prograx  costs 
through  praaiua  collections.  After  1995,  the  prealuB  will  be 
indexed  to  the  previous  year's  Social  Security  increase.  Prograa 
costs  will  be  reduced  by  the  enactment  of  proposals  in  this 
budget.  This  proposal  would  aaintain  tha  praaiua  in  1996  and 
1997  roughly  at  the  proportion  of  FY  95  prograa  costs.  This 
would  result  in  soaewhat  higher  prealuas  than  current  law  for 
1997  and  thereafter. 

Savings  (in  aillions) 

yy  1994        4-Yaar  Total 

$0  $5,015 

2.  laeraaaa  Hoapital  Outaatiant  ent 

Currently,  certain  outpatient  servicMi  are  paid  at  94.2%  of 
costs.  This  proposal  would  extend  that  reduction  and  would 
further  reduce  the  level  to  90%  of  costs  beginning  with  services 
rendered  during  fiscal  years  1996  and  thereafter  aaking  the 
reduction  consistent  with  the  reduction  in  payaent  for  outpatient 
capital . 

Savings  (in  aillions) 

W  lg94      A-Xm  Total 

$0  $1,640 
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3.  y<mo»  F«v»»Bt>  for  CllBleal  Laberatorr  BTTJoaB  and  Xdiuat 
y»  for  Markat  raetora 

This  proposal  would  limit  tha  Nadicara  Part  B  laboratory  fae 
schedule  to  76  percent  of  the  aedian  of  all  fees.   This  revised 
fee  schedule  would  be  updated  annually  by  2  percent —  an 
extension  of  the  current  law  established  in  OBRA-90.   Finally, 
based  on  narket  surveys,  the  Secretary  of  HHS  would  sake 
additional  adjustments  in  Medicare  rates  to  laboratories  to 
reflect  technological  changes  and  other  factors.   Studies 
indicate  that  Medicare  paynents  to  laboratories  are  excessive, 
and  they  should  more  closely  reflect  decreased  costs  attributed 
to  technological  advances  such  as  increased  automation,  and 
changes  in  the  market,  such  as  lower  cost  equipment. 

Savings  (in  millions) 

FY  l?g4         4-Year  Total 

$420  $3,830 

4.  Keduee  Phvsieian  Fees  in  If 4  EgeSBt  Primary  Care 

For  FY  1994,  this  proposal  would  give  the  full  physician  fee 
schedule  update  for  primary  care  services,  and  approximately  two 
percentage  points  less  than  the  full  update  for  all  other 
services.   Medicare  spending  on  physicians  increased  extensively 
during  the  1980s. 

Savings  (in  millions) 

FY  1994         4-Year  Total 

$200  $1,250 
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5.     K«aoure«-Ba««d  Praotiea  E»p«n«a«  Phaa«-In 

This  proposal  would  phaaa-ln  to  a  rasoxirca-baaad  ayataa  for 
praotic*  axpensea  under  tha  physiciem  fee  schedule  beginning  in 
1997,  a  suggestion  Bade  by  the  1993  Physician  Payment  Review 
Coaoiission.   As  an  inter la  step  toward  such  a  systea,  this 
proposal  would  reduce  practice  expense  relative  value  units  in 
1994,  1995  and  1996.  A  cushion  on  reductions  would  be  provided 
t^ile  the  aethods  and  details  to  iapleaent  a  full  resource-based 
■ystea  for  practice  expenses  are  developed  between  now  and  1997. 

Savings  (in  millions) 

n   1?94       4-Ytflr  TQtal 

$100  $2,025 


6.     Meduee  yhvsieiaa  MVPB  and  Update  "Pefanlt"  yeraailaa 

This  proposal  refines  the  method  by  which  Medicare  increases 
payaents  to  physicians.  If  Congress  does  not  set  the  rate  of 
increase  in  Medicare  ^ysidan  expendituras  (the  Voluae 
Perforaance  Standard)  or  the  tqpdate,  a  default  foraula  specified 
in  law  autoaatically  applies.  This  proposal  would  reduce  the 
target  for  PY  1994  and  thereafter  by  reducing  the  aaount  that  the 
default  foraula  would  Jillow.  The  prcqposal  would  siailarly  reduce 
the  foraula  for  the  default  iqpdate. 

Currently,  there  are  only  aodest  reductions  in  this  rate  of 

Sowth.  This  proposal  would  lower  the  rate  of  growth  to  be  acre 
line  with  recoaaandations  aade  by  the  Physician  Payaent  Review 
Coaaission. 

^-     Savings  (in  aillions) 

n  l>84  4-YtMr  Total 

$0  $850 
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7.  Bupdl«  Inpatl«Bt  Raaioleav.  Anesthaeia  ■nd  Patholocnr 
P>Yin«nt« 

Medicare  payments  for  radiolo9y,  anesthesia  and  pathology 
services  provided  in  the  hospital  setting  would  be  bundled  into 
the  DRG.   Payment  would  be  made  to  the  hospital  or  to  its  medical 
staff  which  would  then  make  payments  to  individual  physicians. 
Beneficiary  coinsurance  would  be  20  percent  of  the  bundled 
payment . 

Bundling  payment  for  inpatient  radiology,  anesthesia  and 
pathology  services  is  a  structural  reform  that  deals  with  the 
total  expenditures  of  these  services,  rather  than  on  the  fee  for 
each  specific  service.   This  approach  would  give  physicians  and 
hospitals  incentives  to  be  cost-conscious,  provide  only  medically 
necessary  services  and  eliminate  the  provision  of  marginal 
services . 

Savings  (in  millions) 

FY  1994  4-Year  Total 

$0  $390 

8.  PtngH  Ff*  T9t  ffwqtrT 

Under  this  proposal.  Medicare  would  make  the  same  payment  for  a 
surgical  procedure  regardless  of  whether  the  primary  surgeon  used 
an  assistant-at-surgery,  a  practice  that  varies  greatly 
throughout  the  country.   Medicare  payment  for  the  primary  surgeon 
would  be  reduced  by  the  amount  of  any  separate  payment  for 
assistant-at-surgery  used  by  the  surgeon.   Exceptions  would  be 
allowed  if  necessary  for  particularly  difficult  cases. 

Data  on  extensive  geographic  variation  in  use  of  assistants-at- 
siirgery  and  extensive  use  of  primary  care  physicians  as 
assistants  strongly  suggests  that  use  of  assistants-at-surgery  is 
related  to  practice  styles  of  individual  surgeons  and  customary 
patterns  in  local  areas,  rather  than  the  characteristics  of 
specific  patients  (such  as  severity) .  This  proposal  would  create 
a  level  playing  field  between  surgeons  trtio  do  and  do  not  use 
assistants-at-surgery. 

Savings  (in  millions) 

FY  1994  4-Year  Total 

$50  $380 
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9.  Phvsielan  Owrahip  and  »«fTr«l 

Physicians  cannot  refer  a  Medicare  patient  to  a  clinical 
laboratory  in  which  the  physician,  or  the  physician**  relative, 
has  a  financial  relationship.  This  proposal  would  extend 
ownership  and  referral  prohibitions  to  additional  services  such 
as:  physical  and  occupational  therapy;  radiology  and  other 
diagnostics;  radiation  therapy;  durable  nedical  equipnent, 
parenteral/enteral  nutrition  equipment  and  supplies.   Various 
studies  have  demonstrated  that  physicians  who  have  ownership 
interests  neOce  referrals  at  a  higher  rate  than  non-owners.  The 
extension  of  the  referral  ban  should  help  to  reduce  unnecessary 
utilisation  of  services. 

Savings  (in  Billions) 

FY  1994  4-Year  Total 

$0  $250 

10.  gleetronie  Billino  Incentive 

This  proposal  would  create  an  incentive  to  encourage  sxabmission 
of  Medicare  Part  B  claims  via  electronic  format  by  charging  $1 
per  paper  claim  beginning  January  1,  1996.  This  incentive  is 
critical  to  containing  and  lowering  Medicare  administrative 
costs.  The  lead  time  will  give  physician  and  suppliers  time  to 
adjust  their  systems  or  arrange  to  purchase  electronic  billing 
services . 

Savings  (in  millions) 

n   1??4  4-Year  Total 

$0  $265 


11.      DME  PropcsalB 

Payment  for  durable  medical  equipment  (DME)  is  based  on  carrier 
fee  schedules  with  national  limits  at  the  average  value  across 
all  carriers.   Payment  for  DKE   would  be  reduced  by:  tightening 
the  national  limits;  reclassifying  certain  items;  restoring 
Medicare's  contractors  authority  to  make  adjustments  to  the  fee 
schedules  if  the  payments  amounts  are  grossly  excessive  or 
deficient  based  on  current  price  information;  and  giving 
Medicare's  contractors  flexibility  to  require  that  the  medical 
need  of  an  item  be  demonstrated  in  advance  of  delivery  to  the 
patient. 
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In  addition,  the  fee  Bchedule  for  prosthetics  and  orthotics  would 
be  tightened  by  using  the  DME  payment  rules  with  the  national 
nedlan  as  the  Unit.   Finally,  the  budget  proposes  to  establish  a 
fee  schedule  to  pay  for  parenteral  and  enteral  nutrients  and 
supplies,  and  to  pay  for  parenteral  and  enteral  equipment  under 
the  same  fee  schedule  and  methodology  used  for  DNE. 

These  proposals  as  a  package  will  reduce  excessive  variation  In 
payment  amounts  and  strengthen  administration  of  the  DME  benefit. 

Savings  (in  millions) 

rY  l?g4  4-Year  Total 

$75  $510 

12.      Bet  CTO  at  Mob-U.B.  Marfcet  Rates  OlO  per  l.OOOt  Units 

Under  current  law.  Medicare  pays  $11  per  1,000  units  of  EPO. 
Under  this  proposal,  that  amount  would-' t>e  reduced  to  $10  per 
1,000  units  of  EPO. 

Unlike  other  drugs  in  the  medical  marketplace,  only  one 
pharmaceutical  company  manufactures  EPO,  and  Medicare  purchases 
90  percent  of  EPO  supplies.   This  lack  of  competition  in  the 
marketplace  has  grossly  inflated  the  cost  of  EPO  and  has 
contributed  to  consistent  price  increases  over  time. 

The  proposed  payment  amount  would  reduce  the  disparity  between 
Medicare's  c\irrent  reimbursement  rate  and  the  actual  cost  that 
facilities  pay  for  EPO,  based  on  recent  findings  from  the 
Department's  Inspector  General. 

Savings  (in  millions) 

FY  1994  4-Year  Total 

$30  $160 
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MEDICARB    -   PART   A    t    B 

1.  B«f  nd   ms/SSA/Dat>  Match 

OBRA  89  created  a  prograa  for  using  data  availabl*  to  th« 
governnent  in  conjunction  with  questionnaires  to  eaployers  to 
identify  situations  where  Medicare  made  a  aistaken  priaary 
paynent  rather  than  the  secondary  payment  required  under  the  lav 
for  certain  beneficiaries.   This  prograa  is  expected  to  lead  to 
the  recovery  of  billions  of  dollars  of  aistaken  paynents.  This 
proposal  would  extend  the  authorisation  of  the  data  aatch  through 
1998. 

Savings  (in  ail lions) 

FY  lgg4         4-Year  Total 

$0  $165 

2.  Extended  Provision  Keouirina  Becondarv  Pavaent  for 
Certain  Disabled  Beneficiaries 

Under  current  law.  Medicare  aakes  a  secondary,  rather  than 
primary,  payment  for  disabled  beneficiaries  who  have  health 
coverage  through  certain  employer  group  health  plans.   This 
results  in  savings  to  the  progrcun  and  allows  Medicare  dollars  to 
be  spent  on  services  for  individuals  who  do  not  have  employment 
related  health  insurance  coverage.   The  authority  for  this 
provisions  expires  at  the  end  of  fiscal  year  1995.  This  proposal 
would  make  the  authority  permanent. 

Savings  (in  ail lions) 

n   1??4  4-Year  Total 

$0  $1,610 
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3.      E«t»nd«d  PreviBJon  Kaouiriaa  ■•ooBdarr  Pavnt  for 

CTttin  B«D«fiol«ri««  with  End  Bt^am   K«n»l  Di««>««  tEBRD) 

Under  current  law.  Medicare  makes  a  secondary,  rather  than 
primary,  payment  for  beneficiaries  with  ESRO  who  have  health 
coverage  through  a  group  health  plan.   Medicare  makes  these 
secondary  payments  for  the  first  18  months  of  entitlement.   After 
this  18-month  period.  Medicare  makes  primary  payment.   As  with 
the  provision  related  to  the  disabled  described  above,  this 
policy  results  in  savings  to  the  program.   The  authority  for  this 
provision  expires  at  the  end  of  1995.   This  proposal  would  make 
the  authority  permanent. 

Savings  (in  Billions) 

FY  1??4  4-Year  Total 

$0  $70 


4.      Medicare  aeeondarr  Paver  Kefoms 

Under  current  law.  Medicare  is  the  secondary  payor  for  certain 
beneficiaries  with  coverage  through  group  health  plan.   Rules  for 
determining  whether  a  beneficiary  is  subject  to  these  provisions 
differ  depending  on  whether  the  beneficiary  is  aged,  disabled  or 
has  ESRO.   This  proposal  would  make  all  of  the  employer 
thresholds  consistent  with  the  aged  provisions  (employers  of  20 
or  more) .   The  threshold  for  disability  provision  would  be 
reduced  from  100  to  20  and  a  threshold  would  be  created  for 
beneficiaries  with  ESRD  (currently  there  is  none) .   In  addition, 
the  provisions  for  the  disabled  would  be  liberalized  to  tie 
directly  to  employment  status  as  is  the  case  with  the  aged 
provisions.   Finally,  the  exemption  from  the  MSP  provisions  for 
persons  with  ESRD  who  are  also  aged  or  disabled  would  be 
eliminated.   Payments  for  these  individuals  would  be  treated  the 
same  as  with  payment  for  beneficiaries  entitled  to  Medicare 
solely  because  of  ESRD.  These  provisions  will  simplify  the 
Medicare  Secondary  Payor  program  and  generate  budget  savings.   In 
addition  to  these  changes  to  simplify  the  MSP  program,  the  budget 
includes  a  number  of  minor  proposals  to  strengthen  program 
administration . 

Savings  (in  millions) 

yy  1994  4-Year  Total 

$127  $947 
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MBDICARB  AND  UmiCXTP 

1.      Third  Party  Liability 

This  proposal  would  rraov*  aany  of  tha  structural  lapmHaants 
hindaring  propar  idantif ication  and  billing  of  third  party 
liability  (TPL)  by:  l)  requiring  aaployars  to  raport  aaiploynent 
based  health  coverage  data  annually  on  the  W-2;  2)  granting 
access  to  this  data  to  all  federally-assisted  and  financed  health 
programs  (Medicare,  Medicaid,  Veterans  Affairs  Health,  CHAMPUS, 
and  others);  3)  reinforcing  existing  coordination  of  benefits 
(trtiich  payer  pays  and  in  what  order)  laws  and  regulation;  and  4) 
reaoving  iBpediaents  that  hinder  States  from  collecting  froa 
private  insurers. 

Savings  (in  Billions) 

CLJASi  4-Year  Total 

$0  $800 
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HOMAM  BERVICBS 

1.  LQ¥  IncoM«  Ho»«  EnTcry  A««i«t>ne« 

An  additional  $3  billion  in  funds  in  FY  1995-1998  will  b« 
raquested  to  alleviate  th«  iapact  of  tha  anargy  tax  incraaaa  on 
low  incoaa  households.   LIHEAP  funds  help  low  incose  households 
to  Beet  the  costs  of  home  heating  and  cooling  needs,  deal  with 
energy-related  crises  and  pay  for  energy-related  repairs  to  Bake 
their  hOBes  sore  energy  efficient. 

2.  Child  Care  and  DeveloPBeat  Bloefc  Grant  fCCDBQ) 

To  support  low  incoBe  fsBilies  who  need  child  care  to  work,  the 
President's  Budget  includes  an  additional  investaent  of  $40 
Billion  in  FY  1994  and  $795  Billion  over  five  years  for  CCDBG. 

3.  Parenting  and  yaBilv  BuDDort 

$60  Billion  in  FY  1994  ($1.7  billion  over  FY  1994-1998)  will  be 
■et  aside  to  respond  to  sensitive,  eaerging  issues  in  parenting 
and  family  support,  including  activities  that  would  help 
disadvantaged  parents  work  with  their  children  at  hoae. 

4.  Child  BuDDort  Enforoaaent 

Expanded  child  support  activities  including  those  in  Putting 
People  First  and  B<my  of  the  Interstate  Coaaission  on  Child 
Support  recoamendations  —  for  exaaple,  creation  of  a  national 
data  bank  identifying  non-custodial  parents  who  are  not  aaking 
required  payaents  for  their  children,  reporting  the  naaes  to 
credit  bureaus,  using  IRS  to  assist  in  collection  of  seriously 
overdue  child  support,  and  paternity  establishaent  at  birth  for 
all  children.  The  proposals  are  targeted  to  produce  billions  of 
dollars  in  increased  child  support  collections  and  aedical 
support.   Federal  savings  are  currently  estiaated  at  $27  aillion 
in  FY  1994  and  $505  Billion  over  FY  1994-1998. 

5.  Medicaid  and  AFDC  Etate  Adainistrative  Expenses 

Beginning  April  1,  1994,  aatch  all  Medicaid  and  AFDC  state 
administrative  expenses  at  50  percent.   Food  Staaps  aatch  rates 
would  also  be  set  at  50  percent.   Liaited  hardship  waivers  will 
be  available.   Savings  are  $200  aillion  in  FY  1994,  and  $2.4 
billion  over  five  years. 
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SOCIAL  BBCURITT  ADMIMISTRATIOM  (S8A1 

1.       Disability  Inauranea  Preeaaaiaq 

This  proposal  would  provids  $302  Billion  in  TY   1993  to  halp  SSA 
prevent  further  delays  in  processing  of  disability  insurance 
claims,  review  cases  earlier,  and  make  other  iaproveaents  in  the 
delivery  of  services.   There  has  been  a  drematic  increase  in 
Social  Secxirity  emd  Supplemental  Security  Income  (SSI)  disability 
claims  in  recent  years,  and  tremendous  backlogs  have  resulted. 

Cost  (in  millions) : 

FY  1993  -  $302 
FY  1994  -  $120 
4  year  total  -  $720 

SSA  relies  heavily  on  its  information  vyetems  to  provide  services 
and  pay  benefits.  To  meet  current  and  future  demands,  SSA  and 
State  Disability  Determination  Servicss  (DDSs)  must  abandon  their 
labor-intensive,  paper-driven  tradition,  and  automate.   The 
proposal  would  invest  in  pilot-tested  Intelligence  Workstations 
and  Local  Area  Networks  (IWS/LAN) ,  creating  a  state-of-the-art, 
computing  network  for  all  of  SSA  and  the  DDSs.   The  funding 
provides  for  modular  workstations,  design  and  site  preparation, 
and  installation. 

Cost  (in  Billions): 

FY  1994  -  $145 

4  year  total  -  $880 

3.  MBA  Tee  for  Mtste  MI  MllnlttnllftB 

This  provision  «fould  dvarge  the  States  a  small  fee  for  the  cost 
of  Federal  administration  of  State  supplements  to  the  Federal  SSI 
bMsfit. 

Saving  over  4  years:  $520  million 


I 
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4.      Confora  Taxation  of  B«n«fit«  to  Privata  P>n»ion« 

Up  to  50  percent  of  Social  Security  (and  Railroad  Retirement 
Social  Security  Equivalent  Benefits  and  Railroad  Retirenent) 
benefits  are  currently  taxed  for  those  recipients  with  incoae 
exceeding  thresholds  of  $25,000  for  individuals,  and  $32,000  for 
couples.   This  proposal  would  tax  up  to  85  percent  of  benefits 
for  those  exceeding  the  thresholds.   This  would  aalce  the 
treatment  of  Social  Security  benefits  more  consistent  with  that 
of  private  pensions  which,  under  current  law,  are  subject  to 
taxation  once  benefits  exceed  the  individual's  contributions. 

Extending  this  approach  to  Social  Security  without  maintaining 
current  income  thresholds  would  make  benefits  taxable  for  nearly 
all  recipients.   By  maintaining  the  existing  income  thresholds, 
most  low  and  middle-income  beneficiaries  will  continue  to  be 
exempted  from  benefit  taxation. 

Savings  (in  billions) : 

n   1994  -  $2.7 

4  year  total  -  $21.4  .. 
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Chairman  Rostenkowski.  Madam  Secretary,  as  you  may  know, 
there  are  many  inner  city  hospitals  serving  poor  and  uninsured  pa- 
tients. Many  of  these  are  pubHc  hospitals,  and  many  are  in  poor 
financial  condition.  Medicare  supports  these  hospitals  through  both 
the  disproportionate  share  adjustment  and  the  indirect  medical 
education,  or  IME,  adjustment. 

Hopefully,  health  care  reform  will  provide  more  direct  support  by 
creating  universal  coverage  for  all  patients.  However,  in  the  mean- 
time, what  I  am  concerned  about  is  the  effect  of  the  President's 
proposed  cuts  in  indirect  medical  education  will  have  on  these  in- 
stitutions. Wouldn't  it  be  better  to  hold  the  IME  reductions  until 
we  can  provide  for  universal  coverage?  And  how  can  we  be  sure 
that  the  safety  net  function  performed  by  these  institutions  will  not 
be  unduly  harmed  by  these  reductions? 

Secretary  Shalala.  Mr.  Chairman,  I  do  share  your  concern  about 
inner  city  teaching  hospitals.  We  do  not  believe  that  our  proposals 
will  be  too  burdensome.  We  base  them  on  the  Prospective  Payment 
Assessment  Commission — ProPAC — recommendations.  In  fact,  the 
adjustment  that  we  recommended  is  less  than  those  proposed  by 
ProPAC.  We  have  not  touched  the  disproportionate  share  adjust- 
ment for  these  hospitals,  only  adjusted  that  related  to  the  data  on 
teaching.  If  your  committee  had  recommendations  that  would  sub- 
stitute for  this,  we  would  be  happy  to  consider  them  and  happy  to 
work  with  you. 

Chairman  ROSTENKOWSKI,  Thank  you.  Madam  Secretary. 

Mr.  Archer  will  inquire. 

Mr.  Archer.  Thank  you,  Mr.  Chairman. 

Madam  Secretary,  I  know  from  the  discussion  we  already  had 
that  you  are  a  great  believer  in  a  cost-benefit  relationship  for  the 
dollar  spent,  and  I  applaud  that. 

The  President  wrote  in  his  economic  package  that  children  who 
participate  in  Head  Start  do  better  in  school  and  become  more  pro- 
ductive adults.  In  his  speech  to  Congress  he  said  that  Head  Start 
returns  $3  for  every  dollar  invested.  I  was  fascinated  yesterday 
that,  since  his  speech  to  Congress — Dr.  Tyson  informs  us  that  it 
has  increased  from  $3  to  $6,  that  there  is  a  $6  return  for  every  dol- 
lar invested.  So  if  we  wait  just  a  few  more  weeks  we  might  get  that 
up  to  really  some  proportional  figures.  I  am  curious  if  you  agree 
with  these  claims. 

Secretary  Shalala.  I  agree  that  investment  in  Head  Start  saves 
us  money  in  the  long  run.  Obviously,  there  are  a  range  of  studies 
in  terms  of  how  much  we  actually  save.  I  think  I  would  feel  safer 
at  the  $3  number.  Though,  there  are  studies  that  certainly  would 
justify  thoughtful  people  coming  to  a  conclusion  about  larger  num- 
bers. 

I  think  the  important  thing  about  Head  Start  is,  as  part  of  an 
early  investment  strategy  in  our  youngest  children,  when  you  put 
together  immunization,  prenatal  and  perinatal  care  programs,  and 
Head  Start,  particularly  for  the  least  advantaged  in  our  society, 
these  kinds  of  programs  in  combination  do  have  an  impact  on 
young  people's  lives,  do  make  a  difference  and  do  reduce  our  costs 
in  the  long  run. 

Mr.  Archer.  Can  you  tell  the  committee  the  citation  of  the  spe- 
cific studies  that  you  refer  to? 
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Secretary  Shalala.  I  would  be  happy  to  provide  those  for  the 
record. 

Mr.  Archer.  I  know  you  have  some  of  your  staff  people  here. 
Could  you  give  those  to  me  at  this  time? 

Secretary  Shalala.  I  don't  know  whether  we  brought  them  with 
us.  The  $6  number  comes  from  the  Ford  Foundation  study  of  the 
preschool  program.  And  I  don't  know  where  the  $3  number  comes 
from,  but  that  is  the  number  I  have  been  using.  We  will  provide 
you  with  the  other  citations  and  with  the  citations  on  the  success 
of  the  Head  Start  program. 

Mr.  Archer.  Is  that  the  Perry  Preschool  Program  study? 

Secretary  Shalala.  I  think  it  was  a  study  of  a  number  of  pre- 
school programs. 

Mr.  Archer.  Is  that  the  one  called  the  Perry  Preschool  Program? 

Secretary  Shalala.  I  know  the  Perry  Preschool  Program,  but  I 
think  that — in  fact  the  Perry  Preschool  Program  longitudinal  study 
suggested  that  $7  was  saved  for  every  $1  invested. 

Mr.  Archer.  Madam  Secretary,  are  you  aware  that  neither  of 
those  studies  dealt  with  Head  Start  students? 

Secretary  Shalala.  I  am  aware  that  those  studies  and  many  of 
the  studies  on  preschool  programs  are  modeled — that  the  Head 
Start  program  is  modeled  on  some  of  those  programs.  I  am  aware 
that  some  of  the  programs  that  have  been  studied  were  more  en- 
riched that  some  of  our  Head  Start  programs. 

I  think  what  the  studies  suggest  to  us  is,  to  really  get  significant 
savings  for  dollars,  that  the  new  resources  we  put  into  the  Head 
Start  program  must  both  expand  the  program  in  terms  of  both  the 
hours  during  the  day  and  in  the  summer,  to  have  a  greater  impact, 
but,  more  importantly,  must  strengthen  the  quality  of  the  pro- 
grams, including  the  quality  of  the  teachers,  the  facilities,  and  the 
training  for  the  people  that  work  with  the  children. 

Mr.  Archer.  Well,  one  of  the  things  that  bothers  me  is,  being  a 
strong  advocate  of  benefits  that  are  in  excess  of  costs,  that  we 
don't,  apparently,  have  any  studies  of  Head  Start  programs  that 
are  definitive.  I  am  sure  you  are  aware  that  the  last  definitive 
study  that  we  had  was  done  by  HHS  in  1985  which  reviewed  all 
of  the  research  that  had  been  done  on  Head  Start  programs.  And 
I  am  sure  you  are  also  aware  that  it  concluded  that  the  perform- 
ance data  that  was  submitted  was  not  reliable.  That  was  the  con- 
clusion of  the  last  comprehensive  review  of  Head  Start  studies. 

The  review  was  called  the  Impact  of  Head  Start  on  Children, 
Families  and  Communities,  and  it  showed  that  within  one  or  two 
years  there  was  a  fade-out  as  to  the  benefits  that  had  occurred 
with  the  children.  According  to  the  review  there  were  no  studies  of 
impact  on  teen  pregnancy,  juvenile  delinquency,  emplo3rment,  or 
welfare  use  by  Head  Start  recipients.  It  found  no  benefit  cost  stud- 
ies of  Head  Start. 

Secretary  Shalala.  Congressman  Archer,  I  am  well  aware  of  the 
weakness  of  the  research  over  the  last  10  years  in  the  Department 
of  Health  and  Human  Services  on  these  programs.  But  I  am  also 
aware  that  other  scholars  have  concluded  quite  convincingly,  in- 
cluding some  of  the  Nation's  leading  scholars  who  have  recently 
sent  a  letter  to  Congress  on  this  subject,  that  believe  very  strongly 
that  investments  in  these  early  and  preschool  programs  are  impor- 


68-793  0-93-9 


248 

tant  contributions  to  the  success  of  younger  children.  They  come  to 
this  conclusion  from  a  variety  of  studies,  not  simply  studies  directly 
on  Head  Start,  but  a  variety  of  studies  of  young  children  and  what 
young  children  need. 

Mr.  Archer.  Well,  again,  if  we  are  going  to  spend  billions  and 
billions  of  dollars  funding  this  program,  it  seems  that  we  should 
have  some  definitive  data  on  Head  Start,  not  theoretical  conclu- 
sions that  are  based  on  any  number  of  studies  that  have  nothing 
really  to  do  with  Head  Start.  That  is  a  matter  of  great  concern  to 
me. 

Professor  Zigler,  who  is  considered  by  most  to  be  the  father  of 
this  program,  has  said  that  the  results  and  the  operations  were  so 
uneven  in  Head  Start  that  30  percent  of  them  ought  to  be  canceled. 

Now,  the  President  is  coming  before  the  Congress  with  a 
multibillion  dollar  full  funding  approach  which  I  believe  from  our 
colloquy  is  not  supported  by  any  specific  research  on  the  effective- 
ness of  Head  Start  itself. 

Secretary  Shalala.  I  would  not  come  to  the  same  conclusion  that 
you  do. 

First  of  all,  I  might  point  out  that  Professor  Zigler  supports  the 
expansion  and  the  strengthening  of  the  Head  Start  program.  That 
was  the  letter  I  referred  to  in  my  opening  statement. 

Second,  there  have  been  studies  since  then.  A  Philadelphia  study 
suggests  the  longer-term  effects  on  grade  retention  and  fewer  chil- 
dren in  special  classes.  This  is  another  study  of  Head  Start,  and 
we  would  be  happy  to  provide  with  you  a  citation  on  it. 

Mr.  Archer.  Where  was  that  study  done? 

Secretary  Shalala.  In  Philadelphia. 

Mr.  Archer.  Just  in  the  City  of  Philadelphia? 

Secretary  Shalala.  It  must  be.  Yes. 

Mr.  Archer.  I  believe  the  answer  is  yes,  it  was  done  only  in 
Philadelphia.  As  I  understand  it,  there  were  no  benefit  cost  figures 
established  by  that  study. 

Secretary  Shalala.  I  can't 

[The  following  was  subsequently  received:] 
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HEAD  START:    WHAT  THE  RESEARCH  SHOWS 

BACKGROUND 

Head  Start  programs  provide  comprehensive  child  development,  educational,  health, 
nutritional,  social  and  other  services  to  predominantly  low-income  preschool  children  and 
their  families.    In  recognition  of  the  important  role  parents  play  in  their  child's  development. 
Head  Start  programs  are  required  to  provide  for  the  direct  participation  of  parents  in  the 
development,  conduct,  and  direction  of  local  programs. 

Proposals  to  accelerate  Head  Start  expansion  in  the  coming  years  have  led  to  renewed 
interest  in  research  findings  regarding  the  program  and  its  benefits.   The  discussions  below 
first  summarize  the  overall  research  findings  regarding  the  immediate,  medium-term,  and 
long-term  benefits  of  Head  Start  and  then  discuss  the  specific  findings  of  several  of  the  more 
prominent  studies  regarding  the  program.    Findings  regarding  several  non-Head  Start 
preschool  programs  are  also  described,  and  conclusions  are  drawn  regarding  the  benefits  of 
Head  Start  programs. 

Most  studies  regarding  Head  Start,  particularly  in  its  early  years,  focused  primarily  on  the 
cognitive/intellectual  aspects  of  the  program,  as  manifested  in  children's  I.Q.  scores  and 
school  achievement  tests.    Policy  debates  have  focused  on  intellectual  benefits  as  well. 
While  this  domain  is  important,  studies  and  policy  discussions  focusing  only  on  cognitive 
issues  have  ignored  many  benefits  of  the  Head  Start  program  such  as  those  resulting  from  the 
health/nutrition,  social  services,  and  parent  involvement  components. 

Concerns  have  been  expressed  about  claims  that  Head  Start  saves  money  in  the  long  term.    It 
has  been  noted  that  the  particular  study  showing  cost  savings  was  not  of  the  Head  Start 
Program;  instead  it  was  of  a  more  intensive  program  known  as  the  High/Scope  Perry 
Preschool.   In  addition,  confusion  has  resulted  from  the  variety  of  cost-benefit  figures  have 
been  cited,  ranging  from  $3  to  $6  saved  for  every  dollar  invested.    These  figures  all  come 
from  the  High/Scope  Perry  Preschool  study.    At  different  points  during  the  study  (which  at 
this  point  has  continued  nearly  25  years)  the  investigators  made  different  estimates  of  the 
benefits  of  the  program.    As  each  new  wave  of  data  has  been  collected,  the  authors  have 
recalculated  the  benefits  estimated  (Berrueta-Clement,  et.  al,  1984;  Weikart,  1989).   There 
have  been  no  cost-benefit  studies  specifically  performed  on  Head  Start.    However,  the 
evidence  cited  below  summarizes  what  research  demonstrates  about  the  beneficial  effects  of 
Head  Start  programs  (e.g.  children  being  more  likely  to  be  promoted  in  school  and  less 
likely  to  be  assigned  to  special  education  classes). 


250 

OVERALL  RESEARCH  FINDINGS  ON  HEAD  START 

•  School  Readiness  —  Immediate  Positive  Gains 

Studies  are  virtually  unanimous  in  finding  that  Head  Start  has  immediate  positive  effects  on 
the  status  of  children.   These  effects  include  improved  results  in  cognitive  test  scores, 
socioemotional  test  scores  and  health  status.    Head  Start  children  are  more  ready  to  start 
school  than  their  peers  and  are  at  an  advantage  in  terms  of  social  behavior,  achievement 
motivation  and  self  esteem  (McKey,  et.  al.,  1985;  Fosburg,  et.  al.,  1984). 

In  addition  to  the  program's  effects  on  children,  Head  Start  also  helps  their  families  and 
communities.   On  top  of  direct  effects  from  employment  (over  35%  of  the  program's  paid 
staff  are  parents  of  current  or  former  Head  Start  children),  the  parents  of  Head  Start  children 
show  improved  psychological  well  being  and  somewhat  decreased  family  dysfunction  (Leik  & 
Chalkey,  1989;  Parker,  et.  al.,  1987;  Mann,  et.  al.,  1976).    Also,  according  to  the  1985 
Head  Start  Synthesis  Project,  Head  Start  "has  been  associated  with  positive  changes  (which) 
usually  result  in  increased  and  more  comprehensive  social  and  health  services  for  the  poor 
and  in  more  responsive  educational  programs"  in  the  communities  where  Head  Start 
programs  are  located. 

•  Medium-Term  Findings  -  The  Elementary  School  Years 

A  number  of  studies  have  found  that  Head  Start  children  are  more  likely  to  be  promoted  to 
the  next  grade  in  school,  have  better  attendance  and  are  less  likely  to  be  assigned  to  special 
education  classes  than  non-Head  Start  children  (Royster,  1977;  Shipman,  et.  al.,  1976; 
Monroe  and  McDonald,  1981;  Goodstein,  et.  al.,  1975).    However,  some  studies  also  show 
that  the  immediate  cognitive  gains  children  make  during  the  Head  Start  program  (as  with 
other  preschool  programs)  may  "fade  out"  over  time.    Most  medium-term  findings  are  based 
on  cross-sectional  rather  than  longitudinal  studies  and  most  of  these  studies  did  not  have 
comparable  control  groups  (McKey,  et.  al.,  1985).    In  addition,  those  studies  finding 
decreasing  cognitive  advantages  may  reflect  the  lack  of  appropriate  follow  up  in  the  schools. 

Indeed,  "[t]he  same  fade  out  of  intellectual  gains  found  for  Head  Start  programs... was  also 
found  for  the  High/Scope  Perry  program.    Nevertheless,  the  children  of  the  High/Scope 
Perry  program  went  on  to  achieve  dramatic  long-term,  real-life  outcomes  -  including 
significant  improvement  in  school  achievement  years  later,  a  significantly  lower  high  school 
dropout  rate,  and  significant  reductions  in  arrests  for  delinquency  and  crime"  (Schweinhart 
and  Weikart,  1993). 

When  thinking  about  research  on  Head  Start,  it  is  important  to  recognize  that  Head  Start  is  a 
comprehensive  program  designed  to  benefit  children  and  families  in  a  variety  of  domains. 
To  look  only  at  children's  cognitive  achievement  is  to  miss  much  of  Head  Start's  strength. 
More  lasting  than  cognitive  test  scores  are  the  achievements  in  children's  social  functioning 
in  a  school  setting. 
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•  Long-Term  Outcomes  —  Little  Data 

The  study  most  often  cited  for  showing  large  potential  long  term  gains  for  children  is  that  of 
the  High  Scope  Foundation's  Perry  Preschool  in  Ypsilanti,  Michigan.    This  was  not  a  Head 
Start  program.    While  the  gains  into  adolescence  were  very  impressive,  the  Perry  Preschool 
Program  provided  more  costly,  intensive  services  for  children  over  a  two-year  period.    There 
are  no  studies  which  examine  similar  issues  (for  instance,  adolescent  pregnancy  and  youth 
unemployment)  for  former  Head  Start  children.    None  of  the  cost  benefit  studies  (those 
fmding  several  dollars  of  future  savings  for  each  dollar  spent  on  preschool  services)  deal 
with  Head  Start  programs. 

SPECIFIC  FINDINGS  OF  PROMINENT  HEAD  START  EVALUATIONS 

•  The  Westinghouse  Study,  1969 

In  1969,  the  Westinghouse  Learning  Corporation  completed  the  first  major  evaluation  of 
Head  Start.    Summer  programs  were  found  to  have  no  lasting  impact.    Full  year 
programs  resulted  in  cognitive  and  language  gains  at  the  first  grade  level  but  appeared 
to  "fade  out"  by  second  or  third  grade.   Gains  were  particularly  noteworthy  among 
African  American  children  and  among  children  attending  Head  Start  in  central  cities 
and  in  the  Southeast. 

This  study  has  been  criticized  for  having  a  faulty  design,  leading  to  biased  results.    First  of 
all,  the  comparison  group  selected  may  not  have  been  as  disadvantaged  as  those  in  Head 
Start.    Consequently,  the  impact  of  Head  Start  may  be  systematically  underestimated. 
Second,  the  design  did  not  control  for  environmental  circumstances  —  either  at  home  or  at 
school  —  leading  to  uncertainty  as  to  whether  short-lived  child  outcomes  truly  reflect  the 
effects  of  Head  Start  or  reflect  subsequent  effects  of  the  home  and  school  environments.    In 
addition,  this  study  did  not  evaluate  the  health  and  nutritional  components  of  Head  Start 
programs,  nor  did  it  assess  the  effects  of  parental  involvement  in  Head  Start  on  parent 
outcomes.    Yet  these  components  are  as  integral  to  the  Head  Start  program  as  is  the 
education  component.   Consequently,  this  study  yields  incomplete  information  on  Head 
Start's  effectiveness. 

•  Head  Start  Synthesis  Project,  1985 

There  has  not  been  a  major  evaluation  of  the  Head  Start  program  since  the  Westinghouse 
study.    However,  there  have  been  many  small  evaluations  of  selected  aspect  of  various  Head 
Start  programs  across  the  country.    Despite  the  wide  array  of  research  designs,  sample  sizes, 
and  outcome  measures  used,  a  "meta-analysis"  was  conducted  in  1985  to  glean  basic  findings 
from  these  diverse  studies.   This  "Head  Start  Synthesis  Project"  reviewed  over  210  reports  of 
research  on  the  effects  of  local  Head  Start  programs  and  found  that  Head  Start  results  in 
"significant,  immediate  gains  in  cognitive  test  scores,  socio-emotional  test  scores,  and 
health  status,  (though)  in  the  long-run,  cognitive  and  socio-emotional  test  scores  of 
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former  Head  Start  students  do  not  remain  superior  to  those  of  disadvantaged  children 
who  did  not  attend  Head  Start"  (McKey,  et.  al.,  1985).    A  subset  of  these  studies  found 
former  Head  Start  children  were  more  likely  to  be  promoted  to  the  next  grade  and  less 
likely  to  be  assigned  to  special  education  classes.    These  studies  suggest  that  Head  Start 
children  have  developed  the  necessary  social  competencies  to  adapt  more  readily  to  their 
school  environment  and  experience  more  "real  life"  academic  success  than  their  no- 
treatment  peers  (Cawly  and  Goodstein,  1966;  Bee,  1981;  Shipman,  1976;  Hebbler,  1981). 

Unlike  the  Westinghouse  study,  this  synthesis  project  did  evaluate  the  health  and  nutrition 
components,  and  found  that  "Head  Start  is  very  successful  in  improving  the  general  health  of 
the  children  in  serves,  providing  needed  health  care,  and  improving  existing  health  care 
within  communities  (though)  it  appears  less  successful  in  its  health  education  efforts  and  in 
its  efforts  to  influence  home  health  practices. " 

In  addition,  this  synthesis  explored  the  effectiveness  of  parental  involvement  and  found 
"evidence  that  parents  who  actively  participate  in  the  program  have  high  levels  of 
psychological  well-being,  improve  their  economic  and  social  status,  and  have  children  with 
high  levels  of  developmental  achievement."    Unfortunately,  the  study  found  that  it  is  usually 
the  same  small  number  of  parents  who  actively  participate  on  an  ongoing  basis. 
Furthermore,  parent  education  programs  designed  to  influence  child-rearing  practices  in  the 
home  have  had  mixed  results. 

Finally,  the  synthesis  study  assessed  the  effect  of  Head  Start  on  communities  and  found 
"Head  Start  has  been  associated  with  positive  changes  (which)  usually  result  in  increased  and 
more  comprehensive  social  and  health  services  for  the  poor  and  in  more  responsive 
educational  programs.    Greater  visibility  and  greater  parent  participation  both  increase  the 
effectiveness  of  a  local  Head  Start  program  in  affecting  community  institutions. "    Based  on 
these  findings,  this  study  recommended  more  extensive  collaboration  with  the  public  schools 
to  bridge  the  "discontinuity  in  educational  approaches  between  Head  Start  and  public 
schools." 

This  synthesis  has  been  criticized,  mainly  for  its  use  of  meta-analysis.   This  technique  of 
standardizing  findings  across  many  studies  of  various  designs  may  have  the  tendency  of 
minimizing  the  results  found  in  specific  studies.    Because  it  may  "over-aggregate"  results, 
studies  using  meta-analysis  may  conceal  more  distilled  findings.    But  since  this  is  likely  to 
have  the  effect  of  underestimating  effects.  Head  Start  children  may  be  doing  even  better  than 
these  results  suggest. 


253 


•  Path  To  the  Future:    Long-term  Effects  of  Head  Start  in  the  Philadelphia  School 
District 

This  1987  study  used  ten  years  of  data  on  almost  15,000  children  who  attended  Philadelphia 
Follow  Through  programs  in  33  schools  in  the  city's  school  district.    (The  Follow  Through 
program  serves  children  from  kindergarten  through  third  grade.)   Since  enrollment  in  Head 
Start  is  not  a  prerequisite  for  enrollment  in  Follow  Through,  this  data  included  some  children 
who  had  not  attended  Head  Start. 

Results  indicate  that  Head  Start  children  more  often  avoided  serious  school  problems, 
were  less  frequently  retained  in  grade  from  kindergarten  through  sixth  grade,  had 
better  attendance  rates  and  lower  attrition  than  non-Head  Start  children.    Head  Start 
children  performed  slightly  (but  non-significantly)  better  on  achievement  tests  than  their 
non-Head  Start  peers  up  to  third  grade,  but  there  was  no  difference  on  achievement  test 
scores  from  third  to  sixth  grade  (Copple,  Cline,  &  Smith,  1987). 

The  Philadelphia  data  is  based  on  a  large  number  of  children  and  schools,  collected  over  a 
long  period  of  time,  and  represents  typical  Head  Start  programs  more  accurately  than  the 
samples  in  previous  large-scale  studies.    Unfortunately,  the  outcomes  measured  related  only 
to  school  success  and  not  to  any  of  the  more  comprehensive  goals  of  the  Head  Start  program. 
In  addition,  the  Philadelphia  data  base  is  —  in  a  statistical  sense  --  a  "noi.sy"  one:    varied 
record- keeping  over  the  ten  years  of  data  collection  and  policy  changes  during  this  period 
increases  the  variability  in  the  data.    Increased  variability  tends  to  depress  the  real  magnitude 
of  effect  size.    However,  this  suggests  that  any  findings  are  likely  to  underestimate  the  true 
effects  of  Head  Start,  and  the  detection  of  statistically  significant  effects  should  be  taken 
seriously. 

•  Program  Model  Effects  Study 

This  1987  study  compared  the  relative  effects  on  parents  and  children  of  three  different  Head 
Start  delivery  models  (center-based,  home-based,  and  a  combination  of  center  and  home- 
based)  of  a  grantee  in  rural  Pennsylvania.    Outcomes  were  measured  from  the  time  the 
children  were  enrolled  in  Head  Start  through  kindergarten. 

No  difference  was  found  in  children's  cognitive  development  across  the  three  delivery 
models.    Parents  enrolled  in  the  home-based  model  demonstrated  greater  gains  in  academic 
stimulation  of  their  children;  in  the  use  of  toys,  games  and  reading  material;  and  in 
encouraging  their  children  to  learn.    Home-based  parents  also  demonstrated  greater  growth  in 
knowledge  of  child  development  and  parent  empowerment  (University  of  Delaware,  1988). 
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•  Oregon  Longitudinal  Study 

This  1989  study  is  assessing  former  Head  Start  children,  currently  in  idndergarten  through 
fifth  grade,  on  academic  performance  and  placement  indices.    Results  show  that  former 
Head  Start  children  performed  at  grade  level  on  achievement  tests  in  reading,  math, 
and  language  use  in  grades  3-5.    In  addition,  former  Head  Start  children  were  more 
likely  to  be  enrolled  in  "gifted  and  talented"  programs  than  their  non-Head  Start  peers. 
Finally,  former  Head  Start  children  were  less  likely  to  be  enrolled  in  special  education 
classes  than  the  district-wide  average  enrollment  rates  (Norris,  1989). 

•  Head  Start  Family  Impact  Study 

This  1988  study  evaluated  the  effect  of  two  different  Head  Start  interventions  on  family 
functioning.   Eighty-one  children  enrolled  in  a  Minnesota  Head  Start  program  were  divided 
into  two  groups:    one  group  remained  enrolled  in  the  current  Head  Start  program,  and  the 
other  group  experienced  an  "enhanced"  program  with  intensive  parent  involvement.    Parents 
in  the  enhanced  program  were  involved  in  learning  activities  with  their  children  2-3  times  as 
often  as  parents  in  the  "regular"  Head  Start  program.    Family  functioning,  as  measured  by 
the  FACES  III  (Family  Adaptability  and  Cohesion  Evaluation  Scales)  instrument,  was 
assessed  for  both  treatment  groups  and  a  control  group,  made  up  of  21  children  on  the  Head 
Start  waiting  list. 

Results  indicate  that  family  dysfunction  scores  diminished  signiflcantly  for  families  in 
the  "enriched"  program,  and  diminished  somewhat  for  families  in  the  regular  Head 
Start  program,  compared  to  control  group  families.    In  addition,  mothers  in  both  Head 
Start  groups  were  more  likely  to  assess  their  child  as  competent  ~  and  were  more 
competent  themselves  ~  compared  to  control  group  mothers  (Leik  and  Chalkey,  1989). 


SPECIFIC  FINDINGS  FROM  OTHER  PRESCHOOL  EVALUATIONS 

•  Consortium  for  Longitudinal  Studies,  1982 

The  Consortium  was  formed  to  combine  the  projects  of  12  researchers  who  had  conducted 
preschool  programs  in  the  1960s,    a  follow-up  study  using  common  measures  was  conducted 
in  1976-1977.   Program  design  and  curricula  varied;  included  were  both  home-based  and 
center-based  programs.    The  3,700  program  participants  were  poor  and  minority  families, 
with  a  heavy  representation  of  black  families.    Children  ranged  from  age  three  months  to  five 
years  at  the  time  of  program  entry.    By  the  time  of  the  Consortium's  follow-up  they  ranged 
in  age  form  9  years  to  19  years. 

Researchers  found  positive  results  from  preschool  attendance.  Children  who  participated  in 
preschool  programs  were  more  likely  to  succeed  in  school  as  measured  by  staying  on  grade 
level  with  their  peers  and  avoiding  inappropriate  placement  in  special  education  classes. 
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Lasting  gains  in  academic  achievement  tests  (particularly  mathematics)  were  noted. 
However,  intelligence  gains  (as  measured  by  IQ  tests)  faded  three  years  after  the  program 
had  ended.    In  addition  to  these  cognitive  impacts,  there  were  signs  of  favorable  impacts  on 
the  child's  self-concept,  parental  aspirations  for  the  child's  education,  and  on  a  family's 
achievement  orientation.    Parent  participation  was  extremely  high  (reviewed  in  Collins, 
1989). 

These  studies  each  employed  strong  research  designs,  many  with  random  assignment.    Little 
attrition  was  experienced  in  the  follow-up  study.    However,  one  should  be  cautioned  not  to 
attribute  the  successes  noted  in  this  study  to  Head  Start  programs.    First  of  all,  these 
preschools  had  access  to  professional  resources  normally  available  only  in  university  research 
projects  and  laboratory  schools.    In  addition,  teaching  staff  experienced  intensive  staff 
development  and  on-going  support.    Therefore,  these  programs  do  not  demonstrate 
effectiveness  of  typical  Head  Start  programs.    However,  results  from  this  study  are  indicative 
of  the  benefits  attainable  from  high  quality,  resource-intensive  early  intervention  programs. 

•  High/Scope  Perry  Preschool 

One  of  the  Consortium  participants  was  the  High/Scope  Parry  Preschool  in  Ypsilanti, 
Michigan.    The  program  began  in  the  early  1960s  and  involved  123  African  American 
preschoolers  from  low  socioeconomic  backgrounds.    Teachers  visited  each  child's  home 
weekly,  and  a  majority  of  the  program  attended  the  half-day  program  for  two  years.    The 
researchers  at  High/Scope  continued  to  follow  program  and  control  group  children  to  age  19 
and  looked  at  a  broad  set  of  outcomes  including  teenage  pregnancies,  arrests,  and 
unemployment. 

The  study  found  lasting  benefits  of  preschool  education  in  improving  cognitive  performance 
during  early  childhood;  in  improving  scholastic  achievement  during  the  school  years;  in 
decreasing  delinquency  and  crimes  and  increasing  high  school  graduation  rates  and  frequency 
of  enrollment  in  postsecondary  programs  and  employment  (Berrueta-Clement,  et.  al.  1984; 
Weikart,  1989). 

Like  other  Consortia  studies,  this  project  did  not  evaluate  Head  Start  programs;  therefore,  at 
best,  it  is  suggestive  of  possible  outcomes  of  high-quality  and  resource-intensive  early 
childhood  education  programs.    On  the  other  hand,  this  study  has  some  design  problems  that 
have  implications  for  the  validity  of  the  findings. 

Many  criticize  this  study  for  its  small  sample  size:    only  58  children  were  in  the  "treatment" 
group  and  65  were  in  the  control  group.    Small  sample  size  limits  one's  ability  to  "slice"  the 
data  in  many  ways  and  still  maintain  enough  variability  between  the  treatment  and  control 
groups  to  be  able  to  detect  differences  in  outcomes.    In  addition,  the  evaluation  design  did 
not  take  into  account  the  subsequent  life  events  and  environmental  circumstances  -  at  home, 
school,  or  the  community  ~  that  are  bound  to  affect  the  likelihood  of  school  success, 
criminal  activity,  pregnancy,  and  welfare  receipt. 
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CURRENT  HEAD  START  RESEARCH 

In  1989  and  1990  Head  Start  convened  an  Advisory  Panel  for  the  Head  Start  Evaluation 
Design  Project  for  the  purpose  of  recommending  future  directions  for  research  on  Head 
Start.    It  had  been  widely  expected  that  the  panel  would  recommend  a  large-scale, 
longitudinal  study  to  examine  the  effectiveness  of  the  program.    This  was  not  the  panel's 
recommendation,  however.    Rather  than  a  single  big  study,  this  expert  group  recommended  a 
series  of  smaller  efforts  organized  around  two  principal  questions: 

•  Which  Head  Start  practices  maximize  benefits  for  children  and  families  with  different 
characteristics  under  what  types  of  circumstances? 

•  How  are  gains  sustained  for  children  and  families  after  the  Head  Start  experience? 

The  Panel's  recommendations  are  contained  in  its  report,  Head  Start  Research  and 
Evaluation:    A  Blueprint  for  the  Future.    A  current  panel  is  examining  ways  to  implement 
the  "Blueprint"  report.    In  addition,  three  major  efforts  are  currently  underway  to  examine 
ways  to  increase  the  impact  of  Head  Start  and  related  programs  for  low  income  children.    All 
have  evaluations  in  progress. 

•  The  Head  Start/Public  School  Transition  Demonstration  is  testing  the  hypothesis  that 
continuing  Head  Start-like  services  into  the  schools  will  enable  initial  gains  to  be 
maintained.    Currently  32  programs  operate  demonstration  projects  for  a  total  funding 
level  of  $20  million  per  year. 

•  The  Comprehensive  Child  Development  Program  begins  services  at  birth  and  provides 
services  over  a  several  year  period.    This  program  is  testing  the  hypothesis  that 
reaching  families  earlier,  and  providing  services  over  an  extended  period  of  time,  will 
provide  sustained  benefits. 

•  The  Family  Service  Center  demonstrations  are  examining  the  effect  of  strengthening 
the  social  services  component  of  Head  Start.    In  an  attempt  to  help  families  toward 
self-sufficiency,  these  programs  address  the  problems  of  illiteracy,  employability,  and 
substance  abuse. 

CONCLUSIONS 

Numerous  studies  have  shown  Head  Start  effective  as  a  school  readiness  program.    Head 
Start  children  begin  school  with  improved  self-esteem,  social  behavior,  health,  and 
achievement  motivation.   When  thinking  about  research  on  Head  Start,  it  is  important  to 
recognize  that  Head  Start  is  a  comprehensive  program  designed  to  benefit  children  and 
families  in  a  variety  of  domains.   To  look  only  at  children's  cognitive  achievement  is  to  miss 
much  of  Head  Start's  strength.    While  a  specific  cost-benefit  ratio  has  never  been  calculated 
for  Head  Start  as  has  been  done  for  the  High/Scope  Perry  Preschool  program,  we  do  know 
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that  the  program  has  significant  benefits  for  children  and  families.    Reduced  need  for  special 
education  and  an  increase  in  children's  ability  to  remain  on  grade  level  have  been 
demonstrated. 

No  short-term  program  -  including  Head  Start  --  can  magically  and  permanently  reverse  the 
problems  caused  by  poverty.    Most  children  attend  part-day,  nine  month  programs.    If  indeed 
some  of  the  cognitive  gains  "fade  out"  over  time,  it  is  not  surprising  given  that  these  children 
still  live  in  poverty  with  all  that  entails  -  such  as  family  stress,  poor  schools,  unsafe 
neighborhoods,  inadequate  nutrition,  and  so  forth.    It  is  essential  to  remember  that  a  solid 
preschool  experience  such  as  Head  Start  is  important  to  poor  children,  but  it  is  only  one 
intervention  that  they  need  in  their  lives.    Head  Start  cannot  be  expected  to  assure 
singlehandedly  that  children  succeed  in  later  life. 
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Mr.  Archer.  I  am  curious  as  to  how  we  can  continue  to  hear  $3 
and  $6  for  one  benefit  cost  with  no  basic  research  studies  of  Head 
Start  on  which  to  base  that.  That  is  misleading  to  the  American 
people.  Rather  than  dealing  in  emotion  and  ideas  of  people  in  an 
ivory  tower,  it  seems  to  me  this  country  would  be  well  served  by 
getting  basic  research  on  Head  Start  and  then  moving  ahead.  If  it 
does  produce  the  benefits  relative  to  the  cost,  then  we,  by  all 
means,  should  support  it. 

Mrs.  Kennelly.  Would  the  gentleman  yield? 

Chairman  ROSTENKOWSKI.  Mr.  Pickle  will  inquire. 

Mr.  Jacobs  will  inquire. 

Mr.  Jacobs.  Secretary  Shalala,  I  want  to  ask  something  very 
fast,  and  I  just  want  a  general  attitude  on  your  part  because  I 
want  to  get  back  to  another  thing  after  that. 

During  the  1980s,  about  16,000  people  were  fired  or  let  go  over 
at  Social  Security  who  answered  the  telephones  and  looked  into  the 
applications  for  disability  and  so  on.  The  backlog  on  disability 
makes  you  wait  about,  I  think,  3V'2  months  now  before  your  appli- 
cation is  even  looked  at.  You  can  just  let  your  arm  dangle  broken 
or  whatever  it  is  for  3V2  months  before  they  even  look  at  it.  How 
many  people  do  you  think  we  should  add  to  the  staff  at  Social  Se- 
curity to  bring  that  down  to  a  reasonable  waiting  period?  Just  a 
number,  if  you  have  it.  If  you  don't,  get  it  and  submit  it. 

Secretary  Shalala.  We  will  submit  it  for  the  record. 

I  think  that  we  are  suggesting  750  to  address  disability  work 
loads,  but  Congressman  Jacobs,  I  should  point  out  that  that  will 
allow  us  to  keep  up.  We  are  not  suggesting  by  these  new  invest- 
ments that  we  are  actually  going  to  get  ahead  of  the  game,  though 
we  do  have  some  ideas  about  retraining  and  different  decisionmak- 
ing that  may,  in  fact,  help  us  to  begin  to  take  a  bite  out  of  the  load. 

[The  information  follows:] 

The  increase  in  the  backlog  of  initial  disability  determinations  cannot  be  resolved 
overnight.  SSA  will  do  the  best  it  can  with  the  resources  available. 

In  FT  1993  initial  disability  determinations  are  expected  to  reach  2.5  million,  an 
increase  of  13  percent  over  FY  1992  and  a  46  percent  increase  over  FY  1990.  A  fur- 
ther 12  percent  in  applications  for  disability  benefits  is  projected  for  FY  1994. 

SSA's  goal  in  FY  1993  is  to  maintain  the  momentum  established  in  FY  1992  in 
SSA  and  the  Disability  Determination  Services  (DDSs)  in  processing  additional  dis- 
ability determinations.  The  Administration  requested  a  $302  million  supplemental 
appropriation  in  FY  1993,  including  $192  million  to  continue  efforts  to  process  dis- 
ability applications  and  to  keep  initial  disability  claims  backlogs  at  about  16  weeks. 
The  supplemental  appropriation  request  was  not  approved.  Overall  SSA  workload 
backlogs  will  increase;  however,  SSA  will  use  the  funds  available  to  continue  the 
momentum  built  up  for  processing  backlogged  disability  cases  in  SSA  and  the  DDSs. 

In  order  for  SSA  to  maintain  the  current  service  levels  projected  for  FY  1993  in 
the  FY  1994  President's  budget  (e.g.  reduce  the  projected  initial  disability  deter- 
mination pending  workload  in  the  DDSs  from  1,320,000  to  about  870,000  cases,  or 
to  about  16  weeks  of  work  on  hand  at  the  end  of  September  1994),  SSA  would  need 
to  process  an  additional  450,000  initial  disability  determinations,  as  well  as  the  re- 
considerations, hearings  and  appeals  which  flow  from  the  backlog  to  completion. 

Last  year,  based  on  a  general  model,  SSA  indicated  it  would  need  about  $100  mil- 
lion and  1,000  Federal  workyeeirs  to  process  an  additional  100,000  additional  dis- 
ability determinations,  as  well  as  the  reconsiderations,  hearings  and  appeals.  More 
recent  experience  shows  the  cost  to  process  100,000  disability  determinations  is  ex- 
pected to  be  about  15  percent  lower.  Using  the  general  model  developed  for  the  FY 
1994  budget,  SSA  would  need  about  $85  million  and  900  Federal  workyears  to  proc- 
ess an  additional  100,000  initial  disability  determinations.  Given  current  workload 
projections,  SSA  would  need  about  $300  to  $400  million  and  3,000  to  4,000  Federal 
workyears  to  process  400,000  to  500,000  additional  disability  determinations  as  well 
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as  the  reconsiderations,  hearings  and  appeals  which  flow  from  the  backlog  to  com- 
pletion in  FY  1994. 

Mr.  Jacobs.  Okay.  Now,  let's  come  back  to  cognitive  preschool  for 
educationally  disadvantaged  children. 

I  am  sure  you  are  familiar  with  the  study  made  back  in  1968, 
the  Westinghouse  study,  which  showed,  which  concluded — this 
wasn't  in  the  headlines,  but  if  anybody  took  the  trouble  to  read  it, 
it  concluded  that  the  trouble  with  Head  Start  was  it  was  too  little 
and  too  late.  Yet  there  still  was  a  significant  statistical  indication 
that  it  had  an  effect. 

Some  people  would  say  as  the  twig  is  bent,  so  grows  the  tree,  and 
I  say  to  my  friend  whom  I  love  dearly,  from  Texas,  we  don't  need 
a  lot  of  research  on  that.  If  you  don't  inculcate  linguistics  in  our 
little  tape  recorder  minds  as  we  are  in  that  malleable  stage  of  life, 
then  mush  will  come  out.  If  we  don't  inculcate  the  general  ideas 
of  playing  the  game  of  the  society  in  that  early  period  of  life,  then 
that  person  probably  will  be — or  quite  often  will  be  capable  of  doing 
violent  crime  and  not  have  much  compunction  about  it. 

As  far  as  I  am  concerned,  the  Defense  Department,  the  Police 
Department,  the  Fire  Department,  everything  we  do  in  this  country 
pales  in  significance  with  the  one  possibility  we  have  to  save  our- 
selves physically  from  an  ocean  of  ignorance  which  continues  to 
grow  in  our  country  and  explains  why  people  don't  learn  to  read 
when  they  go  to  school,  because  they  never  learned  to  say  or  to 
hear  articulately. 

Having  said  that,  in  1988  we  had  a  reform  of  welfare  pass  Con- 
gress, signed  by  President  Reagan.  In  that  reform  there  was  a  re- 
quirement that  HHS  conduct  a  pilot  program  in  each  of  the  10 
AFDC  regions  in  which  college  students  would  be  given  college 
credit,  academic  credit,  for  helping  in  poor  homes,  ostensibly  to 
help  the  single  mom  with  little  children,  but  at  the  same  time  in- 
evitably inculcating  these  linguistics  for  the  little  children.  College 
credit,  no  expense.  College  moves  ahead  because  of  the  education 
that  is  given,  the  field  training  to  the  students  and  so  on. 

Then  at  age  3  and  beyond,  establishment  of  centers  much  like 
Head  Start,  I  suppose,  preschool  where  volunteers  would  be  re- 
cruited, again  not  a  lot  of  money,  just  tapping  what  is  already 
there  and  available  without  a  lot  of  money.  Now  that  was  1988.  It 
became  law  in  1988.  It  has  not  been  done.  It  still  has  not  been  done 
in  1993. 

My  question  to  you  is,  do  you  think  it  is  time  we  did  it?  Just  the 
pilot  programs? 

Secretary  Shalala.  Well,  I  think  that  the  President's  rec- 
ommendations for  expanding  the  Head  Start  program  during  the 
summer  is  consistent  with  that. 

Mr.  Jacobs.  Does  it  involve  college  credit  and  volunteers?  No. 
And  it  costs  a  lot  of  money.  And  does  the  other?  No. 

Secretary  Shalala.  The  point  here  is  that  the  emphasis  for  those 
summer  Head  Start  programs  is  placed  on  literacy  development.  In 
addition  to  that,  we  intend  to  use  the  National  Service  Corps  in  the 
summer  program,  hopefully  working  with  some  of  our  Head  Start 
programs.  And  that,  too,  would  fit  in  with  at  least  the  themes  that 
you  are  suggesting. 
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Mr.  Jacobs.  This  is  volunteerism.  It  is  the  law.  And  the  ques- 
tion— I  am  one  of  your  admirers,  too,  but  I  am  going  to  bore  down 
on  this  one.  The  question  is,  do  you  intend  to  carry  out  the  law 
with  regard  to  those  pilot  projects  that  will  cost  practically  noth- 
ing? 

Secretary  Shalala.  The  answer  is  yes. 

[Additional  information  follows:] 

Section  501  of  the  Family  Support  Act  (P.L.  100-485)  authorized  the  Family  Sup- 
port Demonstration  Projects  at  up  to  $6  million  per  year  for  fiscal  years  1990 
through  1992.  Therefore,  the  statutory  authority  for  the  demonstrations  described 
above  has  expired.  If  the  Congress  reauthorizes  and  appropriates  funds  for  these 
projects,  the  Department  of  Health  and  Human  Services  will  act  expeditiously  to  im- 
plement them. 

Mr.  Jacobs.  Thank  you.  I  yield  back  the  balance  of  my  time. 

Chairman  Rostenkowski.  Mr.  Pickle. 

Mr.  Pickle.  Thank  you,  Mr.  Chairman. 

Madam  Secretary,  we  have  been  discussing  cuts  in  Medicare, 
Medicaid  programs  as  a  whole.  We  have  got  a  relatively  new  tech- 
nology that  is  being  used  now  called  video  medical  care,  where 
medical  personnel  originate  a  program  from  a  certain  clinic  to  an- 
other hospital,  perhaps  rural  hospital  or  another  place,  and  give  in- 
structions or  a  complete  diagnosis  of  not  only  a  case,  but  perhaps 
even  an  operation.  It  has  worked  well  at  Mayo  Clinic  and  I  think 
perhaps  a  few  sites  in  Texas  and  other  places.  Medicare,  HCFA, 
though,  will  not  recognize  it  as  an  item  for  reimbursement. 

Do  you  have  plans  under  the  new  budget  to  consider  them  for  re- 
imbursement under  this  program? 

Secretary  Shalala.  We  do  not,  but  under  your  recommendation 
we  are  certainly  happy  to  look  at  it. 

Mr.  Pickle.  Of  course,  that  is  very  consoling.  I  ask  you  to  look 
at  it  because  I  think  proponents  make  a  good  case  and  they  render 
a  service.  And  if  it  is  beneficial  in  doing  a  job  and  it  frees  up  hos- 
pital beds,  then  it  ought  to  be  included  as  a  regular  reimbursable 
item.  I  think  you  ought  to  give  serious  consideration  to  it. 

Secretary  Shalala.  I  would  be  happy  to. 

Mr.  Pickle.  The  second  thing  is,  we  have  a  program  under  prac- 
tice now  with  respect  to  disproportionate  share  where  there  is  re- 
imbursement for  the  money  under  the  Medicaid  program,  and 
States  will  match  the  Federal  Government.  It  has  been  growing, 
and  each  State  or  many  of  the  States  have,  quote,  overused,  if  not 
abused,  this  privilege. 

Now,  the  past  administration  tried  to  clear  this  thing  up,  and  we 
gave  them  a  little  bit  more  time,  thinking  they  would  have  a  dif- 
ferent formula.  Do  you  have  a  specific  plan  for  the  disproportionate 
share  consideration? 

Secretary  Shalala.  We  do,  under  the  President's  direction,  and 
we  are  in  the  midst  of  discussions  with  the  National  Grovernors 
Conference  specifically  on  this  issue  and  expect  to  come  to  some 
conclusion  within  the  month. 

Mr.  Pickle.  I  noticed  a  couple  weeks  ago  the  President  met  with 
the  governors  in  which  he,  I  would  say,  cut  a  little  slack  for  them, 
gave  them  a  little  bit  more  time.  I  am  going  to  presume  that  it  will 
be  just  a  little  more  time  before  you  correct  this  situation.  It  is  dif- 
ficult for  the  States  to  carry  out  these  Medicaid  costs,  so  we  don't 
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question  that,  and  maybe  under  the  new  system  we  can  do  some- 
thing about  it. 

But  we  are  not  much  in  a  position  today,  from  a  Federal  Govern- 
ment stand%oint,  to  keep  paying  out  these  double  matching  funds 
because  the  costs  under  both  Medicare  and  Medicaid  have  been 
going  up  and  up  and  up,  almost  doubled,  so  I  think  you  ought  to 
have  a  specific  plan. 

So  my  question  to  you  is  if  you  are  going  to  have  a  recommenda- 
tion within  30  days,  is  that  recommendation  to  try  to  cut  those  ex- 
penditures out? 

Secretary  Shalala.  I  think  I  would  describe  the  recommendation 
as  one  of  attempting  to  get  some  mutual  agreement  so  we  can  get 
some  discipline  in  the  system  and  some  understanding  of  what  is 
allowed  and  what  is  not  allowed  and  some  fairness  among  the 
States  in  terms  of  the  taxes  that  are  appropriate  and  those  that  are 
not.  The  system  has  just  been  wild,  and  the  States  recognize  that, 
the  Federal  Government  recognizes  it.  I  am  sorry  for  my  unwilling- 
ness to  be  more  specific,  but  it  is,  in  fact,  a  thoughtful  conversation 
that  is  going  on  with  the  National  Gtovernors  Conference,  and  I  do 
not  want  to  preempt  our  ability  to  come  to  a  consensus  with  them. 

Mr.  Pickle.  Well,  my  State,  Texas,  has  entered  into  this  match- 
ing increase.  So  has  Arkansas  and  some  of  the  big  States,  Califor- 
nia and  Florida,  maybe  Illinois.  I  don't  know.  They  all  have.  While 
we  can  be  sympathetic,  it  makes  our  problem  only  worse. 

Lastly,  Madam  Secretary,  I  am  concerned  about  the  disability 
program.  Social  Security  is  terribly  behind  in  making  disability  de- 
terminations. It  is  stacked  up  over  a  year,  upwards  of  a  million 
cases  backed  up.  We  can't  get  action  on  them.  I  can't  get  any  full 
agreement  from  SSA  about  my  own  State  and  the  building  they  are 
going  to  promise  to  build.  They  start  forward,  move  back,  start  for- 
ward, move  back.  Now,  what  emphasis  can  you  put  on  the  disabil- 
ity program  to  start  clearing  that  backlog  up? 

Secretary  Shalala.  Congressman  Pickle,  it  will  be  among  our 
highest  priorities.  It  is  very  clear  that  we  cannot  justify,  no  matter 
what  the  resource  explanation  is,  taking  months  and  in  some  cases 
years  for  people  to  get  a  clearance  about  their  disability  and  the 
possibility  of  getting  on  the  Federal  program.  We  have  asked  you 
here  for  an  investment  in  the  program,  and  we  intend  to  move  with 
these  new  positions  as  well  as  with  a  new  strategy  to  be  able  to 
shorten  the  time  in  which  people  get  answers. 

Mr.  Pickle.  Madam  Secretary,  I  ask  you  to  put  some  heavy  em- 
phasis on  it  because  we  have  been  going  to  fix  that  for  years.  It 
has  gotten  worse  and  worse.  If  we  don't  do  something  in  a  drastic 
manner,  we  are  all  going  to  be  terribly  embarrassed.  So  I  hope  you 
give  it  top  priority. 

Secretary  Shalala.  Thank  you. 

[Questions  for  the  record  for  Secretary  Shalala  and  her  responses 
follow:] 
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Secretary  Shalala 
Question  for  the  Record 


Pickle  (1) 

Question; 

It  is  my  understanding  that  under  the  Administration's  budget 
proposal  the  Department  of  Health  and  Human  Services  would  have 
to  reduce  its  staffing  by  about  5,000  people  over  the  next  four 
years. 

In  light  of  the  increasing  workload  you  have  in  the  area  of 
health  care,  what  portion  of  this  5,000  person  staff  cut  will 
have  to  be  absorbed  by  the  Social  Security  Administration? 

Answer ; 

As  indicated  in  the  President's  Fiscal  Year  1994  budget  request, 
overall  Federal  employment  will  be  reduced  by  100,000  Full-Time 
Equivalents  (FTEs) ,  or  4  percent,  from  the  FY  1993  base  to  the  FY 
1995  FTE  estimates. 

During  this  period,  Federal  employment  in  the  Department  of 
Health  and  Human  Services  is  to  be  reduced  by  5,200  FTEs,  a  4 
percent  reduction,  from  a  FY  1993  base  of  130,000  FTEs  to  124,800 
FTEs  for  FY  1995.  At  the  same  time,  it  is  projected  that  Federal 
employment  for  the  Social  Security  Administration  will  be  reduced 
by  about  1,550  FTEs,  a  2.4  percent  reduction,  from  a  FY  1993  base 
of  65,409  FTEs  to  63,855  FTEs  for  FY  1995. 


Pickle  (2) 

Question: 

The  Disability  Insurance  program  under  SSA  has  experienced 
increasing  difficulties  over  the  past  several  years.   The  initial 
claims  backlog  is  now  up  to  700,000  claims  and  it  is  estimated 
that  this  backlog  will  increase  to  1.1  million  by  the  end  of  this 
fiscal  year.   Claimants  now  must  wait  for  months  to  have  their 
cases  decided.   In  addition,  SSA  has  almost  stopped  conducting 
Continuing  Disability  Reviews  (CDRs)  to  make  sure  that  people  do 
not  receive  benefits  when  they  are  no  longer  disabled.   There  is 
a  current  backlog  of  1.1  million  CDR  cases  which,  if  worked, 
would  save  the  government  about  $1.4  billion  according  to  the 
General  Accounting  Office  (GAO) .   The  GAG  estimates  that  we  save 
$4  for  each  additional  $1  we  spend  on  CDRs.   It  seems  to  me  that 
we  could  almost  pay  for  reducing  the  initial  backlogs  with  CDR 
savings. 

What  plans  does  the  Department  of  Health  and  Human  Services  have 
to  reduce  the  initial  claims  backlogs,  and  to  step  up  the  CDR 
process? 

Answer ; 

As  you  know,  the  backlog  of  disability  claims  is  one  of  SSA's 
most  critical  problems.   Despite  all  the  management  improvements 
an  innovative  techniques  that  we  have  employed  to  deal  with  the 
disability  workloads,  the  workload  increase  has  been  so  large 
that  our  resources  have  been  severely  strained. 
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In  FY  1993  initial  disability  applications  are  expected  to  reach 
2.5  million,  an  increase  of  13  percent  over  FY  1992  and  a  46 
percent  increase  over  FY  1990.   SSA's  goal  in  FY  1993  is  to 
maintain  the  momentum  established  in  FY  1992  and  the  first  half 
of  FY  1993  in  SSA  and  the  Disability  Determination  Services  (DDS) 
to  process  additional  disability  determinations. 

Thus,  we  planned  to  use  about   $200  million  of  the  $302  million 
FY  1993  supplemental  appropriation  to  continue  efforts  to  keep 
disability  claims  work  on  hand  at  about  16  weeks  and  to  begin 
addressing  the  backlogs  in  the  Office  of  Hearings  and  Appeals. 
Without  the  additional  funding  from  the  supplemental 
appropriation,  the  backlogs  will  increase  and  people  could  wait 
another  2  to  3  weeks  for  their  disability  determinations  to  be 
processed. 

With  respect  to  the  CDR  process,  SSA  is  keenly  aware  of  the 
importance  of  conducting  CDRs  and  is  very  concerned  that  we  have 
had  to  limit  the  number  of  CDRs  due  to  the  unprecedented  growth 
in  the  disability  initial  claims  workload.   We  plan  to  implement 
a  new  CDR  process  nationwide  soon  which  we  believe  will  enable  us 
to  make  the  most  efficient  use  of  our  administrative  resources 
and  be  least  disruptive  to  disabled  beneficiaries. 

SSA  briefed  the  Ways  and  Means  Social  Security  Subcommittee  staff 
on  the  new  CDR  process  on  April  7,  1993. 


Pickle   (3) 

Question; 

It  is  estimated  that  DI  Trust  Fund  could  become  insolvent  as 
early  as  1997.   When  do  you  think  the  Administration  will  request 
either  higher  FICA  taxes  or  a  reallocation  of  assets  currently 
going  into  the  OASI  Trust  Fund  to  maintain  the  solvency  of  the  DI 
Trust  Fund? 

Answer: 

In  its  1993  Report,  released  on  April  6,  1993,  the  Board  of 
Trustees  of  the  OASI  and  DI  Trust  Funds  estimate  that  the  DI 
Fund  will  be  exhausted  in  late  1995  under  the  intermediate 
set  of  economic  and  demographic  assumptions.   The  Board  has 
recommended  to  the  Congress  that  the  Social  Security  payroll  tax 
rate  be  reallocated  to  address  the  immediate  financial  needs  of 
the  DI  Trust  Fund. 

The  Administration  recommends  legislation  to  reallocate 
0.275  percent  of  the  Social  Security  tax  rate  from  the  OASI 
Trust  Fund  to  the  DI  Trust  Fund,  beginning  with  1993.   Under 
this  proposal,  the  OASI  rate  would  become  5.325  percent,  and  the 
DI  rate  would  become  0.875  percent  each  for  employees  and 
employers.   (The  rates  would  become  10.65  percent  and  1.75 
percent,  respectively,  for  the  self-employed.) 

The  proposed  reallocation  would  result  in  short-term 
financial  soundness  of  the  DI  Trust  Fund,  without 
endangering  the  OASI  Trust  Fund  in  the  short  range.   Under  the 
proposed  reallocation,  the  DI  Trust  Fund  would  not  be  exhausted 
until  2020. 

Such  a  reallocation  would  provide  the  necessary  time  to 
study  the  DI  program  and  develop  initiatives  to  address  the 
long-term  financial  status  of  the  DI  program. 
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Mr.  Pickle.  Thank  you. 

Chairman  ROSTENKOWSKI.  Mr.  Thomas  will  inquire. 
Mr.  Thomas.  Thank  you,  Mr.  Chairman.  I  ask  unanimous  con- 
sent that  my  written  statement  be  placed  in  the  record. 
Chairman  ROSTENKOWSKI.  Without  objection,  so  ordered. 
[The  statement  of  Mr.  Thomas  follows:] 
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STATEMENT  OF  THE  HON.  BILL  THOMAS 

Committee  Ways  and  Means 

March  10,  1993 

MR.  CHAIRMAN,  I  am  pleased  to  have  Secretary  Shalala  here 
with  us  today.   I  am  sure  we  will  all  benefit  from  today's 
dialogue. 

The  main  question  I  would  like  answered  during  today's 
hearing  is  how  the  Secretary  expects  the  Medicare  and  Medicaid 
cuts  proposed  in  the  President's  budget  to  fit  into  efforts  to 
reform  our  health  care  system.   Several  reports  have  shown  that 
past  cuts  in  Medicare  provider  reimbursement  rates  have  caused  a 
shifting  of  costs  to  private  payers.   The  President's  budget 
recommends  further  reductions  in  reimbursement  rates  and  I  am 
concerned  that  this  will  hinder  our  efforts  to  control  private 
health  care  costs. 

Also,  I  am  hopeful  that  the  Secretary  will  shed  some  light 
on  the  place  federal  health  care  programs,  such  as  Medicare  and 
Medicaid,  will  have  in  the  reformed  health  care  system  currently 
being  devised  by  the  White  House.   In  specific,  will  they 
continue  to  be  separate  structures,  or  will  they  be  conformed  to 
the  insurance  available  to  other  Americans?  Will  they  be 
expanded?   Before  we  discuss  changes  in  the  Medicare  program,  I 
believe  we  should  consider  the  future  of  the  program.   In  fact,  I 
am  not  sure  whether  it  is  wise,  at  this  time,  to  recommend  any 
changes  in  the  Medicare  program  because  we  do  not  have  a  clear 
idea  of  how  it  will  interact  in  an  improved  health  care  system. 

Finally,  I  would  appreciate  the  Secretary  telling  this 
Committee  how  the  Medicare  cuts  proposed  by  the  President  are 
expected  affect  the  availability  of  care  to  Medicare  recipients. 
Has  the  Health  Care  Financing  Administration  completed  any 
studies  on  the  effect  past  reimbursement  rate  reductions  —  for 
doctors,  hospitals,  outpatient  facilities,  labs,  and  other 
providers  —  have  had  on  the  availability  of  health  care  to  the 
nation's  elderly?   I  have  received  several  letters  from  Medicare 
recipients  in  my  district  whose  physician  has  stopped  being  a 
participating  physician  because  of  the  cuts  in  Medicare 
reimbursement.   Is  this  a  growing  trend  across  the  United  States, 
or  in  certain  segments  of  the  United  States?   How  will  the 
proposals  made  by  President  Clinton  in  his  budget  affect  the 
current  situation? 

Again,  I  would  like  to  thank  the  Chairman  for  inviting 
Secretary  Shalala,  and  thank  the  Secretary  for  agreeing  to  meet 
with  us  and  give  us  more  details  about  the  President's  plans.   I 
look  forward  to  our  discussions  today. 
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Mr.  Thomas.  Madam  Secretary,  I  want  to  compliment  you  on 
your  learning  curve.  I  have  watched  you  go  through  three  Mem- 
bers, and  if  you  continue  that  there  won't  be  a  need  to  come  back 
by  the  end  of  today.  Look  forward  to  a  return  visit. 

On  pages  4  and  5,  you  indicated  that  the  President  was  going  to 
deal  with  deficit  reduction  to  the  Social  Security  Administration  in 
two  ways:  One,  the  increase  in  the  tax  on  those  people  who  are  al- 
ready paying  a  portion,  they  will  pay  more;  but,  secondly,  you  were 
going  to  assess  the  States  a  head  fee,  I  guess,  for  administering 
SSI  programs. 

You  have  a  two-part  rationale.  One,  because  States  are  different, 
that  makes  the  administration  of  the  program  more  complex,  but 
then  I  guess  you  have  a  second  argument  saying  even  if  they  were 
all  the  same  we  should  charge  them  anjrway. 

My  question  goes  along  these  lines:  In  the  budget,  the  President 
says  he  wants  to  make  government  programs  work  by  shifting  from 
a  top-down  bureaucracy  to  entrepreneurial  government  that  gen- 
erates changes  from  the  bottom  up.  Now,  I  understand,  I  guess,  if 
the  Federal  Government  is  going  to  administer  Social  Security  they 
can  ding  the  States  for  the  part  they  are  participating  in  and  try 
to  deny  any  creativity  or  structural  differences  that  the  States 
think  are  important  for  uniformity. 

But  we  have  got  a  lot  of  programs  in  HHS.  Just  pick  one  subject, 
the  poor,  tens  upon  tens  of  programs.  Is  there  any  discussion  going 
on  about  what  role  the  States  are  going  to  play?  Are  they  going  to 
be  creative  agents?  Are  we  going  to  be  able  to  combine  some  of 
these  very  specific  programs,  and  if  we  don't  go  to  block  grants  per 
se,  are  we  going  to  provide  some  ability  for  States  to  be  a  creative 
part  of  the  process? 

I  guess  it  would  extend  eventually  to  health  care  as  well,  but  we 
will  hold  that  part  off  until  you  get  more  specific  on  that.  Just  gen- 
eral programs  that  exist  now,  how  are  you  implementing  the  Presi- 
dent's stated  position  of  desiring  to  have  entrepreneurial  govern- 
ment bubble  from  the  ground  up  rather  than  a  top-heavy  bureauc- 
racy dictating  down?  And  how  does  that  coincide  with  what  you 
said  about  SSI  and  State  structures? 

Secretary  Shalala.  Well,  I  think  that  the  decision  on  SSI,  which 
is  sharing  the  costs  with  the  States  for  the  administration  of  the 
State  portion  of  the  SSI,  is  consistent  with  that,  and  that  anything 
that  we  do  in  terms  of  reforming  government  has  to  be  a  partner- 
ship with  State  government.  We  have  to  think  more  clearly  about 
the  role  of  the  States  within  the  Federal  system,  about  what  pro- 
grams they  ought  to  administer,  where  the  incentives  ought  to  be 
for  them  to  streamline  their  own  processes,  and  where  the  incen- 
tives ought  to  be  for  us  to  do  the  same.  But  you  cannot  do  one  piece 
without  doing  the  other. 

What  we  have  learned  from  monkeying  with  the  Federal  system 
is  that  if  we  push  down  this  part,  it  pops  up  over  here.  And  I  think 
that  is  why  it  has  to  be  very  much  a  creative  partnership  between 
us  and  the  States.  Certainly  in  the  areas  of  reforming  health  care 
and  welfare,  there  is  not  a  possibility  of  getting  a  different  culture 
and  a  different  philosophy  unless  the  States  are  very  much  the 
partners.  And,  as  you  well  know,  we  have  gone  through  a  decade 
of  the  States  very  much  being  again,  as  they  were  in  the  1930s,  in- 
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novative  in  terms  of  social  reform  and  ideas  which  are  being  tested, 
and  I  think  that  we  have  to  continue  on  that  route. 

Mr.  Thomas.  I  guess  this  is  one  statement  that  is  specific  which 
goes  to  the  bureaucratic  uniformity  on  a  top-down  basis,  whether 
of  necessity  or  desire.  Where  is  there  in  your  testimony  any  indica- 
tion of  movement  toward  the  bottom-up  entrepreneurial  govern- 
ment comment  that  the  President  mentioned  was  to  be  his  goal? 

Secretary  Shalala.  I  am  sorry,  I  could  have  answered  that  more 
directly.  We  at  HHS  very  much  intend  to  use  the  principles  of  total 
quality  management,  both  in  identifying  our  customers,  clearly 
making  sure  that  we  get  their  feedback,  making  sure  that  they  are 
very  much  part  of  a  continuous  improvement  process. 

In  our  need  to  change  the  top-down  philosophy  of  these  big  pub- 
lic agencies,  we  have  to  try  a  very  different  approach  in  terms  of 
empowering  both  the  people  who  work  in  the  agencies  as  well  as 
our  relationship  with  the  States,  with  local  governments,  and  with 
other  participants. 

Mr.  Thomas.  I  guess  my  first  example  of  changes  that  are  going 
to  be  made  is  a  top-down  bureaucratic  suggestion,  it  is  going  to 
bulge  out  somewhere  else.  I  look  forward  to  examples  as  you  gen- 
erate them  of  showing  us  that  President  Clinton's  statement  about 
a  bubbling  up  from  the  bottom  entrepreneurial  government  work- 
ing relationship  will  be  evidenced  by  a  coordination,  restructuring 
and  changing  of  programs  inside  HHS.  I  look  forward  to  some  spe- 
cific examples  of  the  President's  statement  in  action. 

Thank  you  very  much. 

Secretary  Shalala.  Fair  enough,  Mr.  Thomas. 

Chairman  ROSTENKOWSKI.  Mr.  Matsui  will  inquire. 

Mr.  Matsul  Thank  you,  Mr.  Chairman. 

Secretary  Shalala,  I  would  like  to  thank  you  very  much  for  all 
the  help  you  have  been  giving  those  of  us  on  the  Ways  and  Means 
Committee,  and  certainly  we  look  forward  to  working  with  you.  We 
think  you  are  going  to  be  truly  one  of  the  great  secretaries,  and  we 
look  forward  to  watching  you  to  change  the  direction  not  only  of 
the  Department  but  of  the  country  as  well.  I  want  to  congratulate 
the  President  for  his  selection. 

Secretary  Shalala.  Thank  you  very  much.  Congressman. 

Mr.  Matsul  I  would  like  to  just  comment  very  briefly  on  the 
Head  Start  program.  And  this  doesn't  require  a  response  from  you. 
Even  though  there  may  not  have  been  any  definitive  studies  on 
Head  Start  itself,  all  the  studies  that  were  mentioned  indicate  ei- 
ther a  7  to  1  or  6  to  1  savings  on  programs  that  are  set  up.  And 
it  is  somewhat  unfortunate  that  over  the  last  12  years,  during  the 
last  two  administrations,  for  some  reason  HHS  never  did  think  of 
doing  a  study  on  Head  Start.  And  perhaps  they  didn't  want  the 
data  because  it  would  have  shown  that  Head  Start  was  beneficial 
to  children. 

So  I  am  sure  that  we  are  going  to  be  getting  some  studies  out 
of  this  administration  because  I  think  that  whatever  comes  out  will 
be  supportive  of  continuing  and  expanding  the  Head  Start  pro- 
gram. 

There  is  another  thing,  too,  that  I  think  Members  of  the  other 
side  of  the  aisle  should  be  aware  of.  If,  in  fact,  we  want  to  get  peo- 
ple off  welfare  within  2  years  and  provide  education,  job  opportuni- 
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ties  and  jobs  for  these  people,  they  are  still  going  to  have  young 
children.  And  I  suppose  we  can  just  let  the  young  children  be 
latchkey  kids  and  do  nothing,  but  the  key  is  that  Head  Start  will 
provide  two  purposes,  not  only  enriching  that  child  for  the  future 
but  also  providing  day  care  and  educational  opportunities  while  the 
mother  is  engaged  in  work  and  education  and  other  pursuits  that 
we  want  under  the  welfare  reform  package.  And  so  it  really  fits  in. 
It  is  a  holistic  approach  that  even  the  conservatives  agree  with  in 
terms  of  how  we  deal  with  making  sure  children  actually  reach 
their  full  potential. 

What  I  really  would  like  to  ask  you,  however,  is  in  the  area  of 
financing  welfare  reform.  We  know  that  if  we  do  want  to  expand 
and  provide  access  to  the  37  million  people  that  don't  have  access, 
there  must  be  a  way  to  fund  it.  The  President  has  talked  about  ex- 
cise taxes,  perhaps  on  alcohol  and  certainly  on  tobacco,  and  others 
have  suggested  that  as  well.  There  will  be  a  consensus  because 
there  will  be  benefits  along  with,  obviously,  additional  taxes,  so 
there  will  be  a  constituency  to  raise  taxes  to  pay  for  this  program 
presumably.  But  in  the  area  of  welfare — and,  of  course,  we  spoke 
with  Mr.  Panetta  yesterday — ^we  need  to  seriously  examine  how  we 
will  fund  these  reforms. 

In  addition  to  the  time  limits,  we  also  have  the  need  to  develop 
an  infrastructure,  and  there  is  no  question  there  will  be  attendant 
short-term  costs  involved  in  all  this.  I  am  not  asking  you  specifi- 
cally for  any  solution  in  this  hearing,  but  it  is  my  hope  that,  once 
the  inner-departmental  process  begins,  that  a  funding  mechanism 
be  thought  of  at  the  same  time,  one  that  will  be  acceptable  to  all 
of  us.  Because,  undoubtedly,  it  is  going  to  be  very  difficult  to  con- 
vince suburban  constituencies  of  ours  that  we  should  provide  reve- 
nues in  order  to  provide  job  opportunities  or  educational  opportuni- 
ties for  people  that  are  on  welfare. 

I  know  it  is  going  to  be  very  difficult,  but  I  think  it  appears  that 
we  all  want  to  move  ahead  on  some  kind  of  welfare  reform  package 
with  a  strong  child  support  enforcement  provision  in  there,  so  we 
will  need  additional  revenues.  And  even,  I  believe,  members  of  our 
subcommittee  on  the  other  side  of  the  aisle,  Mr.  Santorum  and  Mr. 
Shaw,  they  came  in  with  a  package  that  does  have  about  $3.5  bil- 
lion worth  of  additional  spending,  although  they  don't  identify  the 
source  of  where  that  spending  is  going  to  come  from. 

So  perhaps,  over  a  period  of  time,  we  will  be  able  to  develop  that. 
I  would  just  make  that  observation. 

Secretary  Shalala.  I  am  sure  we  will  be  able  to  work  together 
on  that  issue.  The  President  is  committed  to  putting  that  package 
together,  and  we  look  forward  to  working  with  your  subcommittee. 

Mr.  Matsui.  Thank  you. 

Chairman  ROSTENKOWSKI.  Mr.  Levin. 

Mr.  Levin.  Thank  you,  Mr.  Chairman. 

Welcome. 

Secretary  Shalala.  Thank  you,  Mr.  Levin, 

Mr.  Levin.  We  so  look  forward  to  your  leadership.  We  had  some 
testimony  on  Monday  on  the  issue  of  fraud  and  abuse  in  the  medi- 
^care  system.  Mr.  Stark  and  I  introduced  a  bill,  H.R.  1255,  on  Tues- 
day. We  will  look  forward  to  working  with  you  on  this. 
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It  is  a  major  problem,  but  not  so  easy,  and  I  think  it  is  going  to 
take  real  collaboration.  It  is  a  way  that  we  can  save  money  not  per- 
haps easily  but  painlessly  except  for  those  who  deserve  to  suffer 
the  pain,  those  who  defraud.  So  we  will  look  forward  to  working 
with  those  you  assign  to  this. 

Let  me  mention  another  area  which  isn't  so  painless.  It  relates 
to  your  testimony  on  page  three,  and  the  Chairman  asked  you 
about  the  impact  on  inner  city  hospitals.  It  is  really  not  only  inner 
city  but  some  suburban  hospitals  that  also  bear  the  brunt  of  a  lot 
of  the  uncompensated  care.  You  know,  we  worked  with  the  pre- 
vious administration  on  proposed  cuts.  We  worked  hard  to  try  to 
make  sure  that  the  cuts  impacted  sensitively  so  that  those  most  in 
need  were  not  hurt  the  most.  And  I  want  to  just  raise  this  flag.  I 
haven't  had  the  time  to  fully  examine  the  data  that  has  been  sub- 
mitted to  us.  It  affects  the  impact  of  this,  the  effort  to  redirect  the 
subsidies  so  that  they  favor  training  for  primary  care.  A  number 
of  us,  Mr.  Cardin  and  others  and  I,  have  worked  on  this.  It  is  not 
so  easily  done  but  has  to  be. 

But  I  am  also  worried  about  the  way  the  proposed  cuts  would  im- 
pact. According  to  information  we  have  received,  almost  50  percent 
of  the  reduction,  not  in  indirect  but  in  GME,  would  be  on  hospitals 
in  New  York  City.  I  raise  it  because  I  don't  think  we  should  be  con- 
cerned only  about  the  system  as  it  affects  our  own  particular  States 
because  in  the  end,  if  it  isn't  fair,  eventually  our  States  will  be 
hurt,  and  that  would  be  true  of  inner  city  and  suburban  hospitals 
in  Michigan  perhaps. 

But  when  you  change  to  a  national  per-resident  amount,  instead 
of  the  present  system  without  reflection  of  regional  cost  differen- 
tials, there  is  the  potential  for  a  particularly  heavy  impact  in  areas 
that  are  heavily  impacted  by  uncompensated  care.  And  I  am  not 
sure  that  you  want  to  comment  on  this  now,  but  I  want  to  flag  that 
our  health  subcommittee  and  the  entire  committee  has  really  been 
striving  to  make  sure  that  cuts  and  formulae  are  fair  across  the 
board. 

Mr.  Rostenkowski  led  an  effort  a  couple  years  ago  to  put 
nonlabor  cost  differentials  into  the  formulae  because  they  are  real 
costs.  And  I  am  worried  that,  as  we  make  these  cuts — and  we  are 
going  to  have  to  do  it — that  there  may  be  an  unfair  impact. 

Secretary  Shalala.  The  policy.  Congressman,  is  still  under  de- 
velopment. I  am  not  surprised  at  the  impact  of  the  slowing  down 
of  the  increases  on  New  York  City  because  of  the  number  of  spe- 
cialists that  are  trained  there.  I  would  like  to  point  out,  though, 
that  New  York  has  a  shortage  of  primary  care  physicians,  and  so 
any  effort  to  shift  incentives  to  primary  care  physicians,  of  course, 
would  help  large  cities  that  need  more  primary  care,  and  I  think 
we  need  to  look  at  this  very  sensitively. 

I,  obviously,  come  from  a  great  university  that  has  a  large  teach- 
ing hospital,  so  I  have  a  personal  concern  as  we  move  through  this, 
but  the  differentials  are  still  huge  in  terms  of  the  teaching  hos- 
pitals, the  contributions  we  are  making  to  them  versus  other  kinds 
of  hospitals.  Whether  v/e  have  hit  them  too  hard  or  not,  I  think  we 
ought  to  have  that  discussion.  I  think  that  we  tried  to  be  sensitive 
as  we  looked  at  this.  We  used  the  data  from  ProPAC  and  went  way 
under  their  actual  recommendation  as  we  did  this  slowing  down  of 
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the  increase.  We  would  be  happy  to  both  have  a  discussion  with  the 
committee — with  the  subcommittee  in  particular — about  our  under- 
lying philosophy  which  was  making  sure  we  continued  our  support 
of  primary  care. 

Mr.  Levin.  Thank  you. 

Chairman  Rostenkowski.  Mr.  Shaw  will  inquire. 

Mr.  Shaw.  Thank  you,  Mr.  Chairman. 

Secretary  Shalala,  I  appreciate  this  early  opportunity  to  get  ac- 
quainted with  you  over  the  podiums  here  and  question  you  a  little 
bit  about  the  welfare  reform  of  the  President  and  your  interest  in 
it. 

Mr.  Matsui  brought  up  H.R.  741,  which  is  a  bill  that  has  been 
filed  by  many  of  us  on  the  Republican  side,  which,  interestingly 
enough,  is  almost  identical  to  a  bill  that  we  filed  over  a  year  ago, 
and  also  seems  to  have  been  mirrored  by  the  President  this  last 
summer  in  changing  welfare  as  we  know  it  today. 

In  your  statement  you  make  four  points.  The  third  point  is  the 
one  I  would  like  to  focus  your  attention  on.  That  is  page  five  where 
you  state  that  providing  people  who  can  work  with  the  training 
and  support  they  need  to  move  off  of  welfare.  The  President's  pro- 
posal and  the  Republican  bill  contain  time  limited  AFDC — they 
both  limit  AFDC  to  2  years — at  the  end  of  which  time  work  is  an 
absolute  requirement.  Do  you  support  that? 

Secretary  Shalala.  Congressman,  I  think  what  I  would  like  to 
say  here  is  that  I  am  not  in  a  position  today  to  support  any  specific 
piece  of  legislation  that  is  being  recommended,  but  we  do  intend  to 
take  into  account  that  particular  bill  as  we  put  together  the  welfare 
reform  package,  and  you  can  be  assured  that  we  will  take  it  very 
seriously.  There  are,  obviously,  some  streams  of  thought  that  come 
together  in  terms  of  ideas  about  welfare  reform,  and  there  are 
some  other  pieces  that  need  to  be  added  to  it. 

I  have  read  the  bill.  We  will  take  it  seriously  and  consult  with 
the  committee  as  we  work  through  the  welfare  reform  bill. 

Mr.  Shaw.  I  very  much  appreciate  that. 

When  the  President  was  up  here  the  other  day  speaking  to  some 
of  the  Republicans,  including  the  Republicans  on  this  committee, 
he  again  stated  that  he  intended  to  time  limit  AFDC.  Now,  without 
reference  to  my  bill,  I  am  going  to  squeeze  you  a  little  bit.  Will  you 
support  the  proposition  of  allowing  people  a  lifetime  window  of  2 
years  on  AFDC  and  then  at  the  end  of  which  to  require  work  if  the 
benefits  are  to  continue?  Keep  in  mind  that  training  and  job  search 
would  be  in  effect  during  the  2  years  and  would  continue  in  efi'ect. 

Secretary  Shalala.  As  part  of  the  overall  welfare  reform  pack- 
age, the  President  has  made  very  clear  that  we  need  to  have  a 
strong  time  limit  and  to  make  the  program  truly  transitional.  And 
he  certainly  has  said  2  years,  as  I  have  said,  as  the  goal  that  we 
are  aiming  for.  I  want  to  repeat  that  this  has  to  be  part  of  a  whole 
package  of  support  systems  in  our  effort.  It  includes  child  support 
enforcement  as  part  of  that  package,  a  very  strong  element.  It  in- 
cludes jobs  and  job  training.  It  includes  the  expansion  of  Head 
Start  and  child  care  as  part  of  the  overall  package. 

Mr.  Shaw.  But  with  these  additions  you  will  support  time  limit- 
ing AFDC? 
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Secretary  Shalala.  With  these  additions,  we  intend  to  have 
within  a  program  very  firm  time  constraints  on  the  program. 

Mr.  Shaw.  I  guess  that  is  as  close  as  I  am  going  to  get  to  yes 
or  no. 

There  are  also  laws  right  now  on  the  books  that  restrict  States' 
ability  to  require  work  for  AFDC  recipients,  restricting  the  kinds 
of  work  that  can  be  performed,  the  hours  of  work  that  can  be  re- 
quired, and  the  number  of  months  that  recipients  can  be  required 
to  work.  The  average  State  is  only  allowed  to  require  about  21 
hours  of  work  a  week.  In  one  State,  the  maximum  that  could  be 
required  is  about  6.5  hours  per  week. 

Now  when  we  start  talking  about  work,  I  think  it  is  necessary 
for  us  to  talk  about,  one,  are  we  restricting  the  type  of  work  that 
can  be  required?  And,  two,  are  we  requiring  that  these  people  can 
only  be  required  to  work  a  very  limited  number  of  hours,  rather 
than  as  people  in  the  real  world,  who  are  out  there  required  to 
work  35  or  40  hours  a  week? 

Would  you  support  the  repeal  of  some  of  these  laws  that  restrict 
the  intention  that  the  President  has  stated,  as  interpreted  by  the 
American  people,  that  these  people  will  be  required  to  have  a  job 
in  order  to  continue  to  receive  their  AFDC  pajrments? 

Secretary  Shalala.  Congressman,  we  will  support  a  proposal 
that  has  real  work  for  real  periods  of  time  as  part  of  our  overall 
proposal.  It  is  not  going  to  be  a  sham. 

Mr.  Shaw.  Grood.  Well,  I  am  quite  satisfied  with  that  answer. 
Thank  you.  We  look  forward  to  working  with  you. 

And  just  one  short  comment.  The  President  also  said  that  he 
would  include  Republicans  on  the  drafting  of  that  legislation.  I 
would  hope  and  welcome  the  opportunity  for  my  colleagues  and  I 
to  be  involved  in  the  drafting  of  the  legislation  which  is  going  to 
require,  I  think,  a  bipartisan  support  for  passage. 

Secretary  Shalala.  We  look  forward  to  working  with  you. 

Mr.  Shaw.  Thank  you. 

Chairman  ROSTENKOWSKI.  Mr.  Cardin  will  inquire. 

Mr.  Cardin.  Secretary  Shalala,  it  is  a  pleasure  to  have  you  here. 
We  thank  you  very  much  for  your  leadership  on  health  care  issues. 

I  also  want  to  express  my  appreciation  and  the  appreciation  of 
the  employees  of  the  Social  Security  Administration  for  your  visit 
there  to  see  firsthand  the  problems  that  we  have  in  handling  the 
disability  determination  cases.  And  I  want  to  echo  the  comments 
of  Mr.  Jacobs  and  Mr.  Pickle  on  the  need  to  have  adequate  person- 
nel and  adequate  facilities  to  handle  disability  determinations.  We 
don't  have  that  today,  and  it  is  not  fair  to  the  people  who  depend 
upon  a  timely  consideration  of  disability  determinations  in  order  to 
be  able  to  support  themselves,  so  I  urge  you  to  please  give  that  a 
very  high  priority  as  you  make  some  of  your  initial  decisions  on 
staffing. 

I  also  am  very  pleased  about  your  statement  in  which  you  repeat 
what  the  President  has  said  on  the  need  for  health  care  reform  and 
health  care  cost  containment  as  part  of  our  economic  strategy  if  we 
are  going  to  be  successful.  Every  other  industrial  nation  has  been 
able  to  get  health  care  costs  down  to  a  growth  rate  approximately 
equal  to  its  economic  growth  but  the  United  States.  Are  you  aware 
of  any  other  system  other  than  a  single  payer  system  or  an  all 
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payer  system  that  has  been  successful  in  keeping  costs  down  to  ap- 
proximately the  growth  of  our  economy? 

Secretary  Shalala.  No,  but  that  does  not  mean  we  ought  not  to 
try. 

Mr.  Cardin.  Well,  and  I  agree.  I  strongly  support  a  system  that 
will  let  us  look  for  innovative  ways  to  keep  costs  under  control. 

I  am  going  to  follow  up  on  Mr.  Thomas's  point  where  he  was  ask- 
ing on  the  welfare.  I  would  like  to  ask  on  health  care.  Maryland, 
as  you  know,  does  have  an  all-payer  system,  and  we  have  been  suc- 
cessful in  keeping  costs  below  the  national  average.  One  of  our 
major  concerns  is  what  happens  as  we  develop  national  health  care 
reform  and  establish  national  parameters  on  what  tj^je  of  benefits 
all  Americans  should  be  entitled  to  and  how  we  provide  for  univer- 
sal access,  which  we  all — at  least  I  support.  I  want  to  make  sure 
that  we  let  States  have  the  flexibility  to  be  able  to  continue  proven 
cost-containment  plans  that  they  currently  have  under  this  new 
system.  And  I  welcome  your  comments  as  to  the  ability  of  States 
to  be  able  to  use  these  types  of  proven  successful  cost-containment 
measures. 

Secretary  Shalala.  Congressman,  all  of  our  discussions  thus  far 
in  health  care  reform  have  been  to  try  to  find  a  way  in  which  we 
can  improve  the  ability  of  States  to  try  different  kinds  of  ap- 
proaches. It  is  tricky  because,  obviously,  we  need  a  national  strat- 
egy with  State  flexibility  inside  of  it. 

I  am  well  aware  of  the  Maryland  experiment  and  some  of  the 
real  successes  of  Maryland,  and  I  think  it  would  be  a  shame  if  we 
tried  to  substitute  for  what  we  have  already  learned.  So  you  can 
be  assured  that  we  are  thinking  about  a  system  that  includes  tak- 
ing advantage  of  what  the  State  of  Maryland  and  other  individual 
States  have  already  done. 

Mr.  Cardin.  I  thank  you. 

Thank  you,  Mr.  Chairman. 

Chairman  ROSTENKOWSKI.  Mr.  Brewster  will  inquire. 

Mr.  Brewster.  Thank  you,  Mr.  Chairman. 

Madam  Secretary,  I  certainly  enjoyed  your  presentation.  I  think 
you  have  done  quite  an  excellent  job,  put  a  lot  of  thought  into  this. 

There  are  some  questions  that  I  do  have  on  welfare.  What  part 
of  that  is  nonmedical  cost,  what  percentage? 

Secretary  Shalala.  What  percentage  of  current  welfare  expendi- 
tures are  nonmedical  costs?  I  would  have  to  get  you  that  number. 
I  am  happy  to  provide  it  for  the  record.  Welfare  recipients  are  eligi- 
ble for  the  Medicaid  program,  so  I  would  have  to  sort  out  the  num- 
bers for  you. 

Mr.  Brewster.  Yes,  ma'am,  I  understand  that. 

What  percentage  of  medicaid,  then,  would  be  senior  citizens  in 
nursing  homes  or  ambulatory 

Secretary  Shalala.  Oh,  I  see  what  you  are — what  we  need  to  do 
is  to  lay  out  the  participants  in  the  Medicaid  program  and  tell  you 
specifically  who  are  the  participants  in  the  Medicaid  program  to 
give  you  some  sense  of  what  the  impact  of  the  reform  would  be.  We 
would  be  happy  to  provide  that  for  the  record. 

[The  information  follows:] 
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Response  to  Representative  Brewster's  Question  Concerning  the  Specific 
Participants  in  the  Medicaid  Program 

Estimates  indicate  that  in  FY  1992,  over  30  million  people  were  receiving  Medic- 
aid. A  breakdown  of  Medicaid  recipients  by  eligibility  group  follows: 

Aged  65  and  over  3,611,000 

Blind  and  disabled  4,364,000 

AFDC  adults  7,435,000 

AFDC  children  14,427,000 

Other  title  XIX  939,000 

Total  30,776,000 

Mr.  Brewster.  I  know  who  are  the  participants  in  it,  but  I  was 
curious  what  percentage  it  made  up  of  the  total  cost. 

And  as  we  talk  about  health  care,  regardless  of  what  we  do  in 
welfare  reform,  if  we  don't  do  something  to  stop  the  increasing  cost 
in  health  care,  we  still  have  serious  problems,  and  that  is 

Secretary  Shalala.  Well,  that  is  correct.  The  relationship  be- 
tween health  care  reform  and  welfare,  though,  is  also  important  be- 
cause there  are  clearly  large  numbers  of  people  who  stay  on  wel- 
fare because  they  do  not  have  medical  benefits.  The  system  cur- 
rently provides  an  incentive  in  the  wrong  direction  in  my  judg- 
ment. There  are  37  million  Americans  and  their  families  who  go  to 
work  every  day  but  do  not  have  medical  coverage,  and  yet  if  they 
chose  to  go  on  welfare  to  get  their  families  covered,  they  would  get 
a  medical  plan  under  a  Medicaid  program.  So  clearly  there  is  a 
close  relationship  between  what  we  are  trying  to  do  in  health  care 
reform  and  the  impact  on  some  of  the  families  on  welfare  that  are 
heads  of  household. 

Mr.  Brewster.  Absolutely.  I  think  probably  the  larger  part  of 
the  whole  welfare  cost  will  be  on  health  care — or  a  very  large  part 
of  it  will  be — and  that  is  the  question  I  was  asking. 

Another  thing  is,  we  cut  back  on  medicare.  If  we  did  cost  contain- 
ment in  what  you  are  talking  about  here,  in  essence,  just  cutting 
back  on  payments,  will  that  not  result  in  a  cost  shift  to  the  private 
sector? 

Secretary  Shalala.  Only  if  the  hospitals  and  the  other  providers 
are  prepared  to  pass  it  on,  and  if  someone  is  willing  to  pay  the  bill 
at  the  other  end  in  the  private  sector.  If  there  is  cost  efficiencies, 
if  people  tighten  up  and  manage  better,  it  can  slow  down  some  of 
that  cost  shifting.  But  certainly,  up  until  now,  we  have  seen  a  con- 
siderable amount  of  cost  shifting,  but  that  has  been  only  because 
there  has  been  a  willingness  on  the  private  side  to  absorb  those 
costs  and  an  unwillingness  to  do  everything  in  terms  of  manage- 
ment changes.  It  is  clearly  a  management  decision  to  cost  shift. 

Mr.  Brewster.  But  I  am  told  by  numerous  hospital  administra- 
tors that  the  medicare  reimbursement  frequently  doesn't  cover  the 
cost  of  the  procedure  and  they  have  to  cost  shift.  Is  that  correct? 

Secretary  Shalala.  No,  it  is  not.  The  decision  to  cost  shift  is  an 
internal  management  decision  of  an  institution.  They  obviously 
have  pressures  within  the  institution  to  raise  certain  kinds  of  costs, 
and  if  they  have  someone  down  the  line  that  is  willing  to  pick  it 
up,  obviously,  that  will  relieve  their  pressure. 

Mr.  Brewster.  So  medicare  reimbursement  fully  covers  all  costs? 

Secretary  Shalala.  No,  it  does  not,  and  I  did  not  suggest  that. 
It  is  based  on  a  percentage  of  costs  and  it  has  been  over  the  years, 


276 

but  that  does  not  mean  that  those  costs  have  to  be  shifted,  only 
that  it  is  based  on  past  history  in  terms  of  what  the  costs  are.  It 
is  a  management  decision  to  pass  those  on  to  the  private  sector, 
and  we  have  been  able  to  do  that  because  the  private  providers,  the 
private  insurance  companies,  were  prepared  to  pick  it  up. 

Mr.  Brewster.  OK.  Let  me  look  at  it  another  way,  then.  As  an 
administrator,  then,  if  Medicare  reimbursement  doesn't  cover  the 
costs,  how  do  you  operate  your  hospital  unless  you  do  shift  it? 

Secretary  Shalala.  Well  Congressman,  I  did  manage  a  univer- 
sity in  which  I  was  not  able  to  shift  everything  onto  tuition.  I  had 
to  make  internal  cuts  and  downsize  and  make  all  sorts  of  changes. 
I  simply  do  not  accept  on  face  value  that  one  automatically  has  to 
pass  on  the  costs  to  another  set  of  recipients.  It  is  a  management 
decision. 

I  will  concede  that  many  hospitals  are  extremely  well  managed. 
They  would  argue  that  they  have  already  cut  to  the  bone.  From  my 
own  experience  of  managing  large  institutions,  it  is  hard  to  say 
that  you  absolutely  have  cut  to  the  bone,  so  I  think  that  this  is — 
what  I  am  suggesting  to  you  is  that,  as  a  manager  of  large  institu- 
tions, I  do  not  accept  on  face  value  that  one  automatically  cost 
shifts. 

Mr.  Brewster.  I  would  agree  with  you  on  large  institutions,  es- 
pecially teaching  institutions,  but  many  of  our  rural  hospitals  are 
not  in  the  same  posture  as  large  institutions.  Having  been  involved 
in  health  care  most  of  my  life,  I  have  some  understanding  of  that 
also. 

Secretary  Shalala.  Congressman,  I  do  agree  with  that. 

One  of  the  things  we  have  tried  to  do  is  protect  rural  hospitals 
and  smaller  institutions  in  the  kinds  of  cuts  we  have  made  to  try 
to  reduce  the  possibility  of  cost  shifting,  and  I  think  that,  as  we 
have  gone  through  these  contributions  to  deficit  reduction,  we  have 
tried  very  hard  to  be  very  protective  of  rural  institutions  in  particu- 
lar because  we  do,  indeed,  agree. 

I  am  sorry  that  I  misunderstood  you  in  terms  of  my  response,  but 
we  did  try  to  be  more  sensitive  to  rural  institutions  and  do  under- 
stand the  difference  between  small  and  large  institutions. 

Mr.  Brewster.  Thank  you. 

Chairman  ROSTENKOWSKI.  Mrs.  Johnson  will  inquire. 

Mrs.  Johnson.  Thank  you,  Mr.  Chairman. 

Welcome,  Secretary  Shalala.  I  appreciate  the  very  eloquent  state- 
ment of  health  care  and  welfare  reform  goals  that  you  made  in 
your  testimony  and  support  your  comments  100  percent.  I  look  for- 
ward to  working  with  you  to  achieve  those  goals. 

I  want  to  make  a  couple  of  short  comments  and  then  ask  two 
kind  of  yes  or  no  questions. 

First  of  all,  I  was  disappointed  to  see  that  all  of  the  savings  that 
you  cite  in  your  testimony  are  really  cost  shiftings,  either  to  seniors 
and  to  their  tax  base  or  onto  States  for  administrative  costs.  Now, 
I  realize,  of  course,  you  haven't  been  Secretary  very  long,  but  I 
hope  when  we  gather  a  year  from  now  that  you  will  have  had  a 
chance  to  look  at  the  70  separate  programs,  most  of  which  are 
under  your  jurisdiction,  which  address  themselves  to  the  needs  of 
America's  poor,  and  particularly  America's  urban  poor.  I  think 
there  is  an  enormous  opportunity  at  this  point  to  look  at  how  we 


277 

can  integrate  those  programs,  eliminate  some  of  the 
micromanaging,  that  has  characterized  our  approach  to  helping 
people  in  the  past. 

My  second  point  is  in  regard  to  the  Head  Start  issue.  In  fact, 
Congress  authorized  the  study  of  Head  Start  in  1981,  but  we  never 
funded  it.  I  think  part  of  the  reason  that  that  happened  is  because 
there  are  a  lot  of  Head  Start  variants  out  there  that  give  us  very 
good  information  about  why  Head  Start  works,  but  they  didn't  copy 
the  Head  Start  models  precisely  because  Head  Start  is  so  prescrip- 
tive. It  is  very  expensive.  So  I  think  it  is  a  perfect  example  of  both 
the  good  and  the  bad  of  Federal  leadership  in  these  areas,  and  it 
is  unfortunate  that  we  never  funded  that  study. 

I  have  been  very  much  involved  in  foster  care  reform,  and  I 
would  just  point  out  to  you,  because  I  imagine  you  haven't  gotten 
into  this  yet,  that  the  Federal  Gk)vernment  has  a  capped  grant  that 
gives  States  money  to  try  to  strengthen  families.  We  have  an  un- 
capped entitlement  that  gives  States  money  to  place  children  out 
of  their  homes.  That  is  ludicrous.  I  have  tried  for  years  to  reform 
it,  and  I  hope  that  that  is  something  that  we  can  actually  achieve 
in  this  next  year. 

I  would  very  much  appreciate  it,  if  your  schedule  ever  allows  the 
opportunity,  to  walk  you  through  how  I  prepared  my  bill  because 
I  think  my  approach  had  some  creative  aspects  to  it.  That  is  my 
first  question,  if  I  could  possibly  have  that  opportunity? 

Secretary  Shalala.  We  would  be  happy  to  come  by  and  talk  to 
you  about  the  foster  care  system  and  the  way  the  incentives  run 
on  our  social  services  programs  in  general. 

Let  me  say,  on  the  Head  Start  program,  in  particular,  that  we 
accept  the  criticisms  of  the  Head  Start  program,  that  we  do  not  in- 
tend to  take  this  money  and  pour  it  into  an  existing  program  that 
is  not  going  to  go  through  substantial  changes.  We  do  intend  to  in- 
vest these  resources  in  better  facilities,  better  training,  and  a  high- 
er-quality program.  We  believe  in  the  Department  and  in  the  ad- 
ministration that  it  would  be  a  mistake  to  strain  and  expand  the 
existing  program  without  substantial  quality  improvements  over 
the  next  few  years. 

Second,  let  me  respond  to  your  point  about  cuts.  We  did  not  just 
take  cuts  out  of  the  Medicare  or  Medicaid  programs.  In  fact,  the 
Department  itself  is  going  to  substantially  downsize  and  consoli- 
date programs.  We  will  lose  4,000  or  so  employees  at  the  same  time 
we  are  taking  on  major  new  responsibilities.  We  do  intend  to  use 
modem  management  techniques,  including  total  quality  manage- 
ment, to  try  to  increase  both  our  responsiveness  as  well  as  the 
quality  of  our  programs. 

But  more  than  that,  what  the  Department  intends  to  do  is  to  go 
through  systemic  reviews,  as  we  already  are  in  health  care  reform 
as  well  as  welfare  reform,  so  that  it  will  be  a  very  different  place 
in  4  years. 

Mrs.  Johnson.  Thank  you.  I  look  forward  to  following  that  work. 
I  think  that  is  exactly  what  the  Federal  Government  needs  to  be 
doing,  and  I  am  glad  you  had  a  chance  to  enlarge  on  your  approach 
to  savings  with  those  comments. 

Then,  lastly,  I  just  want  to  comment — on  page  2,  you  say  that 
you  are  going  to  try  to  keep  the  annual  cuts  in  medicare  at  about 
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2  percent.  I  just  wanted  to  point  out  that  we  did  that.  We  reduced 
the  rate  of  growth  in  medicare,  on  average,  every  year  in  the  1980s 
about  2  percent,  and  we  took  it,  as  do  you,  out  of  providers'  reim- 
bursements, not  out  of  beneficiaries. 

However,  since  what  is  driving  costs  in  medicare  is,  in  fact,  the 
dramatic  growth  in  demand,  both  by  virtue  of  increased  number  of 
seniors  and  longevity  and  intensity  of  care  and  diagnostic  capabil- 
ity, since  it  is  volume  that  is  driving  cost,  I  believe  there  is  a  limit 
to  how  long  we  can  micromanage  reimbursements  and  not  affect 
access. 

I  do  disagree  with  my  colleague,  Mr.  Cardin,  in  his  statement 
that  price  controls  have  worked  across  the  board.  I  would  maintain 
they  haven't  worked.  I  would  just  call  to  your  attention  that  in 
Connecticut  we  have  had  a  clear  reduction  in  access  as  a  result  of 
the  volume  adjuster  and  the  RBRVS  decision  of  last  year.  So  I  look 
forward  to  working  with  you  on  those. 

Thank  you. 

Chairman  RosTENKOWSKl.  Mr.  Reynolds  will  inquire. 

Mr.  Reynolds.  Thank  you,  Mr.  Chairman. 

Thank  you  so  much  for  coming  today.  Nice  to  see  you.  Congratu- 
lations on  joining  the  administration. 

Secretary  Shalala.  Thank  you. 

Mr.  Reynolds.  The  Chairman  mentioned  earlier  some  of  the 
costs  of  inner  city  hospitals.  I  am  going  to  bring  this  up  to  you.  I 
brought  it  up  to  Mr.  Panetta  and  to  Mr.  Bentsen.  In  Chicago,  on 
the  south  side  of  Chicago,  we  don't  have — for  adult  trauma,  we 
don't  have  one  hospital  that  is  currently  servicing  anyone  who  has 
that  problem.  They  have  all  closed  down  their  trauma  units  for 
adults,  saying  they  can  no  longer  afford  to  have  these  operating  on 
the  south  side  of  Chicago  because  of  uninsured  patients,  in  particu- 
lar, uninsured  gunshot  victims. 

We  are  concerned  on  the  south  side  not  having  this  kind  of  help. 
It  has  been  editorialized  in  the  Washington  Post,  in  the  Charlotte 
Observer,  talked  about  yesterday  in  the  Boston  Globe,  about  an  ex- 
cise tax  on  guns  to  help  pay  for  uninsured  gunshot  victims.  Have 
you  heard  anything  about  this,  the  bill,  that  I 

Secretary  Shalala.  No,  I  actually  have  not.  Congressman.  I 
would  say,  though,  that  on  the  south  side  of  Chicago,  on  the  east 
side  of  Cleveland,  in  the  Watts  area  of  Los  Angeles,  the  lack  of 
health  care  in  this  country  for  inner  city  residents,  particularly  in 
areas  where  there  is  a  high  level  of  violence,  is  in  my  judgment  a 
scandal.  And  we  have  run  the  incentives  in  this  country  in  a  way 
that  put  our  resources  not  there  but  in  other  places. 

And  until  we  are  prepared  to  make  a  commitment  to  primary 
care,  to  health  care  for  all  Americans,  until  we  are  prepared  to  put 
together  a  major  health  care  reform  plan  that  puts  its  emphasis 
not  only  on  primary  care  but  on  prevention  and  providing  access 
to  everyone,  no  matter  what  their  income  is,  we  simply  are  not 
going  to  deal  with  what  is  a  systemic  and  structural  problem  in  our 
system. 

Mr.  Reynolds.  I  would  close  just  by  saying  that  I  agree  it  is,  in 
fact,  a  scandal.  Forty  people  are  shot  every  single  day  in  Chicago 
and  two  die  every  day  in  Chicago  as  a  result  of  gunshot  wounds. 
I  would  hope  that  you  would  consider  this  in  the  Health  Care  Task 
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Force  as  one  way  of  adding  to  the  dollars  of  helping  to  pay  for 
health  care  in  this  country. 

Thank  you. 

Mr.  Andrews  [presiding].  Mr.  Santorum. 

Mr.  Santorum.  Thank  you,  Mr.  Chairman. 

I  am  the  Ranking  Member  on  the  Human  Resources  Committee. 

You  mention  in  your  testimony  that  we  need  to  do  health  care 
first  and  then  we  can  do  welfare  reform.  My  understanding  is  that 
the  administration's  proposal  on  health  care  is  due  some  time  in 
May.  I  would  take  issue  with  that  only  in  the  sense  that  the  Presi- 
dent, when  he  spoke  before  the  Republicans  the  other  day,  said 
that  it  would  be  only  a  matter  of  weeks  before  he  would  have  his 
welfare  proposal  finished.  He  only  said  welfare  reform  was  an  ex- 
cellent attempt  to  be  bipartisan,  that  there  were  many  things  in 
his  proposal  that  were  in  the  Republican  proposal,  and  that  we 
could  get  to  work  on  this  right  away.  What  is  your  comment  on 
that? 

Secretary  Shalala.  We  are  at  work  on  it.  Congressman.  I  am 
just  not  sure  that  we  will  have  it  done  on  the  first  week  in  May, 
which  is  when  the  health  care  piece  is  coming.  I  am  not  suggesting 
that  it  is  going  to  be  years  behind  that,  but  we  did  start  the  health 
care  piece  first. 

But,  with  no  disagreement  with  you  about  the  need  for  this  ad- 
ministration to  have  a  front-end  welfare  reform  proposal,  we  sim- 
ply did  not  put  a  100-day  limit  on  it  and  say  we  are  going  to  have 
it  the  first  week  in  May.  But  you  can  be  assured  that  we  already 
have  senior  staff  and  some  very  distinguished  people  working  on 
the  proposal. 

Mr.  Santorum.  I  want  to  follow  up  again  on  Mr.  Shaw's  ques- 
tion. 

Number  one  the  time-limited  aspect  of  it.  Number  two — and  I 
think  the  most  important  aspect  of  it — which  is  the  work  compo- 
nent. I  have  been  trying  to  do  a  lot  of  study  on  welfare  reform  pro- 
posals, and  the  one  thing  that  seems  to  me  that  works  is  some 
work  requirement.  That  is  the  most  successful  aspect  of  getting 
people  off  welfare. 

I  think  I  understood  your  answer,  but  why  don't  we  try  it  one 
more  time?  Are  you  supportive  of  a  mandatory  work  requirement 
as  a  condition  for  receiving  welfare  benefits? 

Secretary  Shalala.  Actually,  I  would  put  it  differently. 

Mr.  Santorum.  I  know.  That  is  why  I  asked  the  question.  I 
would  like  a  yes  or  no  answer  to  this  question. 

Secretary  Shalala.  What  we  are  going  to  do  is  to  try  to  reduce 
the  number  of  people  who  ever  get  on  welfare  by  making  sure  that 
they  go  to  work.  That  is  number  one. 

Number  two  is 

Mr.  Santorum.  That  is  a  good  idea. 

Secretary  Shalala.  The  President  and  I  have  clearly  stated  that 
we  intend  to  make  work  the  centerpiece  of  our  effort  to  reform  the 
welfare  system  and  that  this  will  mean  a  work  requirement.  But 
it  is  not  a  question  of  a  work  requirement  to  go  along  with  welfare. 
It  is  a  work  requirement  to  substitute  for  the  current  welfare  sys- 
tem. He  is  talking  about  changing  welfare. 
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Mr.  Santorum.  Wait.  Let's  explore  this  a  little  bit.  We  have  got 
to  vote.  Are  you  suggesting,  then,  that  it  would  not  be  a  condition 
of  welfare  that,  if  your  benefits  expired,  that  you  would  not  have 
to  work  to  receive  your  benefits,  that  that  would  not  be  part  of  your 
program? 

Secretary  Shalala.  We  intend  to  substitute,  as  the  President  has 
already  recommended,  something  for  welfare  benefits.  In  this  case, 
the  President  has  recommended  an  Earned  Income  Tax  Credit. 

Mr.  Santorum.  That  is  separate.  That  is  if  you  are  out  working 
that  you  will  get  support  for  doing  that  work. 

I  am  talking  about  people  who  are  on  welfare  whose  benefits 
have  expired.  Because  you  told  Mr.  Shaw  that  you  support  this 
being  a  transition  program  in  the  sense  that  we  are  going  to  have 
time-limited  welfare. 

Secretary  Shalala.  The  answer  to  the  question  is  that  everybody 
who  can  work,  who  is  not  on  a  disability  program,  must  go  to  work. 

Mr.  Santorum.  Okay.  So  you  do  support  everybody  who  can 
work 

Secretary  Shalala.  Absolutely.  That  is  what  the  President  said. 
That  is  what  I  have  said  consistently. 

Mr.  Santorum.  You  said  that  consistently. 

This  is  the  first  time  that  I  have  ever  had  this  opportunity,  to 
actually  have  more  time  than  I  can  use,  but  I  have  to  go  vote.  I 
do  have  some  questions  that  I  would  like  unanimous  consent  to 
submit  in  the  record  at  this  point 

Mr.  Andrews.  With  no  objection. 

Mr.  Santorum  [continuingl.  And  get  answers  from  you.  Thank 
you. 

[The  information  follows:] 


281 


•Oe  WffVMAM  to*» 

PnrttvftOH.  PA  IB 2)9 

(413)  teiozos 

94  1  FirTM  AvtMUl 
McKiic^oT.  PA  18132 
«.  SUtCOMMfmi  ON  a[»**..jrf-.     -**     »*^ ,  4      ^i.      ^  14W)0«4-4049 


tonsttsifi  of  tfic  ®[niteb  Stated 
J^ou6t  of  leieprntentattbeK 


040  Rom  Road 

i'^.8u,u.,..  Htaftfjington,  »C  20515-3818  pr,T..>,..K.PA,5j3s 


DC  30SI&-38lt 
(3021  228-3 t3S 


1412)  •82-33 

March    11,    1993 


The  Honorable  Donna  Shalala 

Secretary 

U.S.  Department  of  Health  and  Human  Services 

200  Independence  Avenue  S.W. 

Washington,  D.C.  20201 

Dear  Secretary  Shalala: 

I  want  to  thank  you  for  your  testimony  before  the  Ways  & 
Means  Committee  today. 

The  time  constraint  of  the  question  and  answer  period 
prevented  my  discussing  with  you  the  Head  Start  program  as  well 
as  several  health  care  reform  options.   As  part  of  the  hearing 
record,  I  want  to  pose  a  few  follow-up  questions  regarding  Head 
Start,  medical  savings  accounts,  as  well  as  several  proposals 
pioneered  by  Blue  Cross  of  Western  Pennsylvania. 

As  the  Ranking  Member  on  the  Human  Resources  Subcommittee,  I 
want  to  follow  Mr.  Archer's  interest  in  and  questioning  on  Head 
Start.   Specifically  and  for  the  record,  I  would  like  for  you  to 
provide  complete  references  to  all  studies  of  Head  Start  children 
that  produce  benefit  cost  figures. 

With  regard  to  health  care  reform,  I  want  to  discuss  with 
you  the  concept  of  medical  savings  accounts.   Last  year,  I 
introduced  legislation,  H.R.  4130,  establishing  individual 
medical  savings  accounts  as  a  health  care  option.   In  planning 
for  the  reintroduction  of  the  legislation,  I  am  interested  in 
your  comments  on  the  proposal  and  the  potential  inclusion  of 
medisave  accounts  in  the  Administration's  proposals.   I  have 
enclosed  some  briefing  materials  for  your  review. 

Last,  I  want  to  focus  on  health  reform  policies. 
Specifically: 

(1)  Is  the  President's  Task  Force  on  Health  Care  Reform 
focusing  on  innovative  programs  of  coverage  successfully  offered 
through  the  private  sector? 

(2)  Has  consideration  been  given  to  a  program  pioneered  by 
Blue  Cross  of  Western  Pennsylvania  known  as  The  Caring  Program 
for  Children?   The  Western  Pennsylvania  Caring  Foundation  has 
received  grant  funding  from  your  department's  Maternal  and  Child 
Health  Division. 
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(3)  Will  consideration  be  given  to  programs  such  as  the 
Special  Care  Program  in  Pennsylvania?   The  program  was  developed 
by  the  state's  Blue  Cross  and  Blue  Shield  Plans  and  offers  access 
to  a  standard  benefit  program  available  to  individuals  for  as 
little  as  $2  a  day. 

I  appreciate  your  time  and  attention  to  this  request  and 
thank  you  again  for  your  testimony  today.   I  look  forward  to 
hearing  from  you. 


erely. 


Lck  Santorum 
Member  of  Congress 
RS:mh 
Enclosures 
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NCPA 

Xcttioiiai  Center  for  Policy  Analysis 

Ten  Advantages  of  Medical  Savings  Accounts 

Saving  Money.  When  people  purchased  medical  care  with  funds  in  an  MSA, 
they  would  be  spending  their  own  money  rather  than  someone  else's  money.  As  a  result, 
they  would  become  careful,  prudent  customers  in  the  medical  marketplace. 

Restoring  the  Doctor-Patient  Relationship.  Bureaucratic  efforts  to  control  costs 
are  increasingly  interfering  with  the  doctor-patient  relationship.  With  MSAs,  patients  and 
doctors  would  be  encouraged  to  manage  their  own  care  —  and  would  probably  do  a  much 
better  job. 

Maintaining  The  Quality  of  Care.  Bureaucratic  efforts  to  reduce  costs  are  also 
threatening  the  quality  of  patient  care.  To  the  degree  that  patients  are  spending  their  own 
money,  patients  and  doctors  will  make  the  decisions. 

Encouraging  Rationing  by  Choice.  Unless  someone  makes  the  difficult  choice 
between  medical  care  and  other  uses  of  money,  we  will  be  spending  the  entire  GhfP  on 
health  care.  MSAs  allow  individuals  and  families  —  rather  than  large,  impersonal  bu- 
reaucracies —  to  make  those  decisions. 

Creating  a  Competitive  Marketplace.  Most  patients  cannot  discover  the  price 
of  even  routine  procedures  before  entering  a  hospital  and  cannot  read  the  bill  when  they 
are  discharged.  But  patients  spending  their  own  money  would  quickly  force  radical 
change.  In  the  market  for  cosmetic  surgery  and  for  surgery  performed  in  the  private 
sector  in  England,  a  single  package  price  announced  in  advance  is  the  norm. 

Providing  Funds  for  Preventive  Care.  MSAs  would  provide  a  source  of  funds 
for  services  not  covered  by  health  insurance. 

Providing  Funds  for  Health  Insurance  Premiums.  MSAs  would  provide  a 
source  of  funds  to  continue  health  insurance  coverage  when  people  are  unemployed. 

Providing  Funds  for  Long-Term  Care.  MSA  funds  not  spent  during  a  person's 
working  years  would  be  available  for  long-term  care,  long-term  care  insurance  and  other 
post-retirement  medical  needs  not  met  by  Medicare. 

Creating  Real  Insurance.  With  MSAs,  health  insurance  would  likely  return  to 
its  traditional  function  —  payment  for  risky,  unforeseen,  cosdy  medical  episodes  —  and 
many  of  the  problems  in  the  health  insurance  marketplace  would  disappear. 

Creating  Personal  and  Portable  Benefits.  MSAs  would  be  the  private  property 
of  the  individual  account  holder.  Their  establishment  would  be  a  movement  in  the  direc- 
tion of  a  worthwhile  social  goal:  making  all  employee  benefits  personal  and  portable. 

Source:        John  C.  Goodman  and  Gerald  L.  Musgrave.  "CootroUing  Health  Care  Costs  with  Medical  Savings 
Accounts."  Nauonal  Center  for  Policy  Analysis,  NCPA  Policy  Report  No.  168.  January  1992. 
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Controlling  Health  Care  Costs 
With  Medical  Savings  Accounts 

Executve  Summary  of  NCPA  Policy  Report  #168 

Health  care  costs  are  rising  in  the  United  States  for  the  same  reason  they  are  rising  in 
every  developed  country:  most  of  the  time  when  we  consume  medical  services  we  are 
spending  someone  else's  money.  Currently:  About  95  percent  of  all  hospital  bills  and 

more  than  80  percent  of  physicians' fees  are  paid  by  private  and  public  third-party  payers. 

•  On  the  average,  every  time  a  patient  spends  a  dollar  in  the  medical  marketplace, 
76  cents  is  paid  by  someone  else. 

•  Since  we  pay  only  24  cents  out-of-pocket  for  every  dollar  of  medical  care  we 
consume,  we  have  an  incentive  to  continue  consuming  until  medical  services  are 
worth  only  24  cents  on  the  dollar  to  us. 

When  health  care  is  virtually  "free,"  there  is  almost  no  limit  to  how  much  we  can 
spend  on  it  —  even  if  we  are  not  sick.  In  recognition  of  this  fact,  other  countries  have 
limited  access  to  technology  and  forced  hospitals  and  doctors  to  ration  health  care.  In  the 
United  States,  we  are  moving  in  the  same  direction,  as  third-party  payers  attempt  to  limit 
physician  choice  and  hospital  access,  and  increasingly  dictate  the  practice  of  medicine  and 
interfere  in  other  ways  with  the  doctor-patient  relationship.  Yet  experience  shows  that  no 
country  has  succeeded  in  controlling  health  care  costs  from  the  top  down  without  severely 
reducing  the  quality  of  patient  care. 

Fortunately,  there  is  a  better  way  —  one  which  has  already  been  adopted  in 
Singapore. 

•  Instead  of  having  third  parties  pay  for  all  medical  bills,  most  bills  could  be  paid 
by  patients  themselves  —  using  health  care  debit  cards  to  draw  on  funds  in 
individual  medical  savings  accounts. 

•  Instead  of  100  percent  reliance  on  third-party  insurance,  about  half  the  nation's 
medical  expenses  could  be  covered  by  individual  self-insurance. 

•  Instead  of  depending  on  health  care  bureaucracies  to  control  costs,  we  could 
depend  on  the  self-interest  of  individuals  acting  as  prudent  buyers  in  a  competi- 
tive medical  marketplace. 

In  substituting  self-insurance  for  wasteful  third-party  insurance,  people  should  have 
the  opportunity  to  choose  higher  deductibles  and  to  place  the  premium  savings  in  individual 
medical  savings  accounts.  Medisave  accounts  would  grow  tax  free  and  could  be  used  only  to 
pay  medical  expenses.  During  retirement,  Medisave  balances  could  either  be  used  to  pay 
medical  expenses  not  paid  by  Medicare  or  rolled  over  into  an  individual's  pension  plan. 


irsi  iniersiaiel'lnza       i:i(j.->3  \.  Central  Hxpy   Suiip  7:20      Dallas.  TX  7.-^2-t-:M 7:«)      iji4i  ^ho-NCI'a       i-.v\  ;'.S(K)ni 


285 


Under  the  current  tax  law,  third-party  insurance  is  subsidized  and  self-insurance  is 
penalized.  Every  dollar  an  employer  pays  for  third-party  insurance  is  excluded  from  em- 
ployee income.  Every  dollar  an  employee  tries  to  save  is  taxed  —  at  rates  as  high  as  50 
percent.  To  correct  this  distortion,  we  should  give  just  as  much  tax  incentive  to  deposits  to 
Medisave  accounts  as  we  give  to  third-party  health  insurance  premiums. 

For  individuals  and  families  shopping  for  health  insurance,  high-deductible  policies 
are  often  a  much  better  buy  even  without  the  opportunity  to  establish  a  Medisave  account: 

•  Increasing  the  deductible  from  $250  to  $1,000  results  in  annual  premium  savings 
of  about  $400  for  a  middle-aged  male  —  a  good  deal  even  if  he  has  a  $1,000 
medical  expense  every  third  year  for  the  rest  of  his  life. 

•  Increasing  the  deductible  from  $250  to  $2,500  results  in  annual  premium  savings 
of  about  $1,750  on  a  family  policy  —  which  is  about  equal  to  the  insurance 
coverage  they  would  forego,  considering  the  20  percent  copayment  provision  in 
most  low-deductible  policies. 

Although  the  premium  savings  from  higher  deductibles  tend  to  be  smaller  for  group 
insurance,  they  are  still  substantial.  Most  companies  could  cut  health  insurance  premiums  by 
one-third  by  moving  to  a  $2,500  deductible  —  even  if  employees'  medical  care  consumption 
did  not  change. 

If  most  medical  expenses  were  paid  by  people  using  their  own  Medisave  funds, 
patients  would  have  a  financial  self-interest  in  eliminating  waste  and  reducing  costs  in  the 
medical  marketplace.  Patients  would  acquire  greater  control  over  how  their  health  care 
dollars  were  spent.  Third-party  payers  would  interfere  in  the  doctor/patient  relationship  far 
less.    And  health  insurance  companies  could  specialize  in  what  they  do  best:  managing  risks 
for  rare,  expensive,  catastrophic  medical  events. 

If  all  U.S.  citizens  had  catastrophic  health  insurance  for  large  medical  bills  and 
Medisave  accounts  for  small  medical  bills,  administrative  costs  and  wasteful  health  care 
spending  would  be  reduced  significantly. 

•  The  widespread  use  of  Medisave  accounts  would  reduce  the  administrative  costs 
of  the  U.S.  health  care  system  by  as  much  as  $33  billion. 

•  More  prudent  buying  on  the  part  of  patients  could  reduce  health  care  spending  by 
as  much  as  $147  billion. 

•  Overall,  universal  catastrophic  health  insurance  combined  with  Medisave  ac- 
counts could  reduce  total  U.S.  health  care  spending  by  as  much  as  one-fourth. 

Self-insurance  for  medical  bills  is  not  a  new  idea.  Singapore  has  built  an  entire  health 
care  system  around  the  concept  by  requiring  workers  (and  their  employers)  to  deposit  6 
percent  of  annual  salary  into  Medisave  accounts.  Only  recently  has  Singapore  introduced 
third-party  insurance  for  catastrophic  medical  expenses.  Most  of  the  time,  people  in 
Singapore  are  spending  their  own  money  rather  than  someone  else's  money  when  they  enter 
the  medical  marketplace.  And  Singapore's  decision  to  privatize  its  public  hospitals  will 
encourage  a  competitive  market  for  medical  services. 

We  do  not  have  to  follow  Singapore's  precedent  of  requiring  the  use  of  Medisave 
accounts.  We  should  give  people  the  opportunity  to  do  so,  however. 
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Questions  and  Answers 
About  Medisave  Accounts 


1.  What  is  a  Medical  Savings  Account  or  Medisave  account? 

A  Medisave  account  is  a  tax-free  personal  account  used  to  pay  medical  bills  not 
covered  by  insurance.  Regular  deposits  can  be  made  by  individuals  or  their  em- 
ployer, but  are  the  property  of  the  individuals.  Money  can  be  withdrawn  without  a 
penalty  only  to  pay  medical  expenses.  Money  not  spent  grows  tax  free  and  may  be 
used  for  medical  expenses  after  retirement  or  rolled  over  into  a  private  pension  plan. 
Medisave  accounts  ensure  that  people  will  have  money  to  pay  small  medical  ex- 
penses, including  expenses  for  preventive  care,  and  to  pay  insurance  premiums  if  they 
change  jobs  or  are  unemployed.  They  give  people  a  strong  incentive  to  be  prudent 
consumers  of  health  care  because  people  get  to  keep  the  money  they  don't  spend. 

2.  What  are  the  flnandal  advantages  of  Medisave  accounts? 

Since  the  premium  for  a  high-deductible  insurance  policy  is  less  than  for  a  low- 
deductible  policy,  the  savings  from  paying  the  lower  premium  could  be  used  for  the 
Medical  Savings  Account  deposit.  For  example,  people  who  choose  a  $1,000  deduct- 
ible rather  than  a  $250  deductible  will  often  save  more  than  $1,000  in  reduced  premi- 
ums. Thus,  without  spending  more  for  health  care,  an  individual  not  only  has  money 
available  for  small  medical  bills  but  also  has  an  opportunity  to  add  to  tax-free  sav- 
ings. 

3.  How  do  Medisave  accounts  affect  the  doctor-patient  relationship? 

Instead  of  having  third-pany  payers  interfere  with  the  practice  of  medicine  in  an 
effort  to  control  costs,  Medisave  accounts  would  restore  the  doctor-patient  relation- 
ship and,  at  the  same  time,  give  patients  and  their  physicians  an  incentive  to  make 
cost-effective  decisions. 

4.  How  would  Medisave  accounts  be  administered? 

Medisave  accounts  would  be  administered  by  qualified  financial  institutions  in  much 
the  same  way  as  Individual  Retirement  Accounts  (IRAs).  Individuals  could  exercise 
choice  over  the  investment  of  account  balances,  but  with  the  same  restrictions  on  the 
type  of  instruments  the  accounts  could  own  as  now  apply  to  IRAs. 
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5.  How  wouJd  funds  from  Medisave  accounts  be  spent? 

The  simplest  method  would  be  by  a  debit  card.  Patients  would  use  their  debit  cards 
to  satisfy  payment  at  the  time  medical  services  were  rendered.  At  the  end  of  each 
month,  the  account  holders'  statements  would  show  recent  expenses  and  account 
balances.  No  more  paperwork  would  be  needed  than  with  any  other  credit  card. 

6.  What  about  low-income  families  who  cannot  afford  to  make  Medisave  deposits? 

If  low-income  families  can  afford  to  buy  health  insurance,  they  can  afford  to  make 
Medisave  deposits  —  since  the  primary  purpose  of  the  Medisave  option  is  to  allow 
individuals  to  divide  their  normal  health  insurance  costs  into  two  parts:  self-insur- 
ance and  third-party  insurance.  Currently,  the  tax  law  discriminates  against  people 
who  do  not  have  employer-provided  insurance  by  failing  to  subsidize  tho.se  who 
purchase  health  insurance  on  their  own.  Health  insurance  would  become  more 
affordable  for  the  currently  uninsured  if  they  could  deduct  some  or  all  of  their  premi- 
ums from  their  taxable  income.  It  would  become  even  more  affordable  through  a 
system  of  refundable  tax  credits,  which  grants  greater  tax  relief  to  low-income 
people. 

7.  What  types  of  services  could  be  purchased  with  Medisave  funds? 

In  general,  any  type  of  expense  considered  a  medical  expense  under  current  IRS  rules 
would  qualify,  including  postretirement  health  insurance  and  COBRA  health  insur- 
ance payments  during  periods  of  unemployment. 

8.  What  tax  advantages  would  be  created  for  Medisave  deposits? 

Medisave  deposits  would  receive  the  same  tax  treatment  as  health  insurance  premi- 
ums. Thus,  under  employer-provided  health  insurance  plans,  Medisave  deposits 
would  escape  federal  income  taxes.  PICA  taxes,  and  state  and  local  income  taxes.  If 
the  opportunity  to  receive  a  tax  deduction  or  a  tax  credit  for  the  purchase  of  health 
insurance  were  extended  to  individuals,  their  deposits  to  Medisave  accounts  would 
receive  the  same  tax  treatment.  Medisave  balances  would  grow  tax  free  and  would 
never  be  taxed  if  the  funds  were  spent  on  medical  care. 

9.  What  would  prevent  fraud  and  abuse? 

In  order  to  receive  Medisave  funds,  a  provider  of  medical  services  would  have  to  be 
"qualified"  under  IRS  rules.  Qualifying  should  be  a  simple  procedure,  involving 
little  more  than  the  filing  of  a  one-page  form.  But  if  IRS  auditors  discovered  fraudu- 
lent behavior,  the  provider  would  lose  the  right  to  receive  Medisave  funds  and  might 
be  subject  to  criminal  penalties. 

10.  How  could  individuals  build  up  funds  in  their  Medisave  accounts? 

One  way  would  be  to  choose  a  higher  deductible  insurance  policy  and  deposit  the 
premium  savings  in  the  Medisave  account.  For  most  people,  a  year  or  two  of  such 
deposits  would  exceed  the  amount  of  their  insurance  deductible.  Young  people  and 
people  in  low-cost  areas  might  be  allowed  to  make  even  larger  deposits.  An  alterna- 
tive (which  tends  to  be  revenue  neutral  for  the  federal  government)  is  to  allow  people 
to  reduce  the  amount  of  their  annual,  tax-deductible  contributions  to  IRAs.  401(k) 
plans  and  other  pensions  and  deposit  the  difference  in  a  Medisave  account 
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11.  What  if  medical  expenses  not  covered  by  health  insurance  exceeded  the  balance 
in  an  individual's  Medisave  account? 

One  solution  would  be  to  establish  a  line  of  credit  so  that  individuals  could  effec- 
tively borrow  to  pay  medical  expenses.  Repayment  would  be  made  with  future 
Medisave  deposits  or  other  personal  funds.  Another  solution  would  be  to  adopt  the 
Singapore  practice  of  allowing  family  members  to  share  their  Medisave  funds.  This 
would  become  much  less  of  a  problem  as  Medisave  balances  grew  over  time. 

12.  How  would  members  of  the  same  family  manage  their  Medisave  accounts? 

Since  family  members  often  are  covered  under  the  same  health  insurance  policy,  it 
seems  desirable  to  allow  couples  to  own  joint  Medisave  accounts  and  for  parents  to 
own  family  Medisave  accounts.  In  these  cases,  more  than  one  person  could  spend 
from  a  single  account.  But  even  if  family  members  maintained  separate  accounts, 
this  should  not  preclude  the  pooling  of  family  resources  to  pay  medical  bills. 

13.  What  about  people  who  are  already  sick  and  have  large  medical  obligations  at 
the  time  the  plan  is  started? 

These  people  might  be  harmed  by  a  sudden  increase  in  the  health  insurance  deduct- 
ible unless  transitional  airangements  are  made.  Most  would  benefit  from  a  high 
deductible  in  the  long  run  but  suffer  financially  at  the  outset 

One  solution  is  for  employers  to  extend  credit  to  employees  who  are  especially 
disadvantaged,  with  the  loan  to  be  repaid  from  fumre  Medisave  contributions.  An- 
other solution  is  for  employers  to  bear  part  of  the  burden  of  these  expenses  (in  the 
case  of  special  hardship)  during  the  transition  period. 

14.  What  about  people  who  have  a  catastrophic  illness  with  large  annual  medical 
bills  that  last  indefinitely  into  the  future? 

Most  of  these  people  would  be  disadvantaged  if  they  have  an  annual  deductible.  A 
better  form  of  health  insurance  is  one  with  a  per  condition  deductible,  in  which  case 
the  deductible  would  be  paid  only  once  for  an  extended  illness. 

15.  Are  there  circumstances  under  which  individuals  could  withdraw  Medisave 
funds  for  non-medical  expenses  prior  to  retirement? 

A  reasonable  policy  is  to  apply  the  same  rules  that  now  apply  to  tax-deferred  savings 
plans  (e.g.,  IRAs,  401(k),  etc.)  Thus,  non-medical  withdrawals  would  be  fully  taxed 
and  would  face  an  additional  10  percent  tax  penalty. 

16.  How  do  we  know  people  would  not  forego  needed  medical  care  (including 
preventive  care)  in  order  to  conserve  their  Medisave  funds? 

We  don't  The  theory  behind  Medisave  accounts  is  that  people  should  have  a  store 
of  personal  funds  witii  which  to  purchase  medical  care.  But  since  the  money  they 
spend  is  their  own,  they  have  strong  incentives  to  make  prudent  decisions.  Undoubt- 
edly some  of  these  decisions  will  be  wrong.  But  many  decisions  made  under  the 
current  system  also  are  wrong. 

Since  we  cannot  spend  our  entire  Gl^  on  health,  health  care  has  to  be  rationed  in 
some  way.  Under  the  current  system  we  are  moving  toward  the  European  solution 
—  with  rationing  decisions  made  by  a  health  care  bureaucracy.  The  alternative  is 
self-rationing,  with  individuals  making  their  own  choices  between  money  and 
medical  services. 
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17.    Given  the  increasing  complexity  of  medical  science,  how  can  individuals  possi- 
bly make  wise  decisions  when  spending  their  Medisave  funds? 

One  thing  people  can  do  is  solicit  advice  from  others  who  claim  to  have  superior 
knowledge.  For  example,  most  large  employers  and  practically  all  insurance  com- 
panies have  cost  management  programs  in  which  teams  of  experts  make  judgments 
about  whether,  when  and  where  medical  procedures  should  be  performed. 


The.se  experienced  professionals  might  play  an  important  role  in  helping  patients 
make  decisions  about  complicated  and  expensive  procedures.  But  the  professionals' 
role  as  advice-givers  should  not  include  decision-making  power.  We  should  let  the 
experts  advise  and  the  patient  decide. 

Moreover,  the  fact  that  individuals  maintain  Medisave  accounts  does  not  preclude 
their  taking  advantage  of  employer-negotiated  price  discounts  from  providers  or 
managed  care  programs. 

18.  Given  the  problems  large  employers  and  insurance  companies  have  in  negotiat- 
ing with  hospitals,  how  can  individual  patients  possibly  do  better? 

The  reason  large  institutions  have  so  much  difficulty  negotiating  with  hospitals  is 
precisely  because  the  institution  is  not  the  patient.  And  the  reason  why  patients 
spending  their  own  money  would  wield  effective  power  is  the  same  reason  consum- 
ers wield  power  in  every  market  —  they  can  take  their  money  and  go  elsewhere.  In 
the  field  of  cosmetic  surgery,  for  example,  consumers  can  obtain  package  prices  that 
are  well  below  the  prices  charged  for  comparable  procedures  at  institutions  depen- 
dent on  third-party  reimbursement  Moreover,  the  fact  that  individuals  maintain 
Medisave  accounts  does  not  prevent  them  from  using  employers  as  bargaining 
agents. 

19.  What  would  happen  to  Medisave  account  balances  at  retirement? 

People  should  be  able  to  roll  over  their  Medisave  funds  into  an  IRA  or  some  other 
pension  fund.  Thus,  money  not  spent  on  medical  care  could  be  used,  after  taxes,  to 
purchase  other  goods  and  services.  Alternatively,  Medisave  balances  could  be 
maintained  to  purchase  postretirement  health  care,  long-term  care  or  long-term  care 
insurance. 

20.  What  would  prevent  wealthy  individuals  from  misusing  Medisave  accounts  to 
shelter  large  amounts  of  tax-deferred  income? 

An  individual's  total  tax-advantaged  expense  for  health  insurance  plus  Medisave 
deposits  could  not  exceed  a  "reasonable"  amount  One  definition  of  "reasonable"  is 
an  annual  Medisave  deposit  which  equals  the  deductible  for  a  standard  catastrophic 
health  insurance  policy. 

21.  What  about  people  who  join  HMOs? 

They  would  have  the  same  opportunities  as  those  who  join  conventional,  fee-for- 
service  health  insurance  plans.  Note  that  because  many  HMOs  are  now  instituting 
deductibles.  HMO  members  will  have  additional  incentives  to  acquire  Medisave 
accounts.  Their  HMO  premiums  plus  their  deposits  to  Medisave  accounts  could  not 
exceed  a  reasonable  amount,  however. 
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22.  Under  employer-provided  plans,  would  employees  have  a  choice  of 
deductibles? 

Allowing  employees  to  make  individual  choices  makes  sense.  Over  time,  different 
people  will  have  different  accumulations  in  their  Medisave  accounts  and,  thus,  will 
likely  have  different  preferences  about  health  insurance  deductibles.  However, 
under  current  law,  employers  have  the  option  of  fashioning  employee  benefit  plans, 
and  it  is  in  their  self-interest  to  create  a  plan  that  is  most  pleasing  to  employees.  As 
a  practical  political  matter,  it  seems  wise  to  continue  that  feature  of  the  current 
system. 

23.  What  would  happen  to  the  Flexible  Spending  Accounts  now  available  to  some 
employees? 

Medisave  accounts  would  replace  Flexible  Spending  Accounts  (FSAs)  under  em- 
ployee benefits  law.  Currentiy,  employees  who  make  deposits  to  PSAs  must  "use  it 
or  lose  it,"  typically  within  twelve  months.  Similar  deposits  made  to  Medisave 
accounts  would  have  no  such  restrictions. 
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JUN  -2,993 


Honorable  Rick  Santorum 
House  of  Representatives 
Washington,  D.C.   20515 

Dear  Mr.  Santorum: 

We  are  enclosing  the  answers  to  the  follow-up  questions  you 
presented  after  the  Secretary's  testimony  before  the  Ways  and 
Means  Committee  on  March  10. 

A  copy  has  also  been  forwarded  to  the  Ways  and  Means  Committee 
for  inclusion  in  the  record  of  the  hearing. 

Sirtcerely, 

Jerr'y  p.    Klepner 
Assistant  Secretary 
forV Legislation 

Enclosure 


[THE  RESPONSE  TO  MR.  SANTORUM'S  FIRST  QUESTION  ON  HEAD  START, 
HAS  BEEN  RESPONDED  TO  IN  THE  ANSWER  PREVIOUSLY  PROVIDED  TO 
MR.  ARCHER.   THE  RESPONSES  TO  THE  REMAINDER  OF  HIS  QUESTIONS, 
ARE  AS  FOLLOWS : ] 
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Response  to  4  of  the  5  Questions  Submitted  by  Rep.  Santorum 
on  Health  Care  Reform  (See  Letter) 

I  appreciate  knowing  of  your  support  for  medical  savings 
accounts.   While  medical  savings  accounts  were  reviewed  during 
the  course  of  our  deliberations  on  health  care  reform,  they  will 
not  be  part  of  our  proposal.   We  believe  Americans  are  better 
protected  from  catastrophic  health  care  expenses  through  their 
insurance  that  pools  risk  rather  than  individual  savings  efforts. 
In  addition,  comprehensive  health  care  protection  must  make 
primary  care  and  preventive  care  services  available  to  all 
Americans.   These  services  enhance  both  the  quality  and  cost 
effectiveness  of  health  care  by  reducing  the  incidence  of  more 
serious,  preventable  health  conditions. 

Let  me  now  turn  to  your  questions  regarding  health  care  reform. 
The  President  has  stressed  that  in  developing  his  health  care 
reform  plan  emphasis  would  be  placed  on  innovative  private  sector 
initiatives.   It  is  our  intent  to  maintain  and  build  upon 
community  or  private  programs  that  have  been  able  to  expand 
access  to  health  care  services  for  underserved  populations.   One 
of  the  programs  you  asked  about,  The  Caring  Program  in  Western 
Pennsylvania,  is  an  excellent  example  of  the  type  of  program  we 
want  to  see  continued.   The  program  seeks  to  ensure  that  children 
of  the  working  poor  have  access  to  necessary  primary  care 
services  and  dental  care.   In  addition,  the  program  places  a 
strong  emphasis  on  the  education  of  both  the  parent  and  child 
regarding  health  care  services.   Programs  like  this  are  crucial 
if  we  want  our  children  to  grow  up  healthy.   While  no  final 
decision  have  been  made  in  health  care  reform,  we  anticipate  that 
you  will  see  a  strong  emphasis  on  primary  and  preventive  care 
services  especially  related  to  children. 

With  respect  to  the  Special  Care  program  offered  by  Blue  Cross 
Blue  Shield  in  Pennsylvania,  as  you  know  that  program  permits 
individuals  to  purchase  a  "basic"  benefits  package  at  a  very  low 
rate.   Programs  like  Special  Care  do  provide  some  coverage  for 
individuals  who  would  otherwise  have  no  other  means  of  obtaining 
health  care  insurance.   However,  in  order  to  make  the  benefit 
package  "affordable"  important  health  benefits  are  sacrificed. 
In  fact,  such  insurance  products  have  met  with  only  marginal 
success  in  states  where  they  have  been  offered  primarily  because 
the  benefit  package  does  not  provide  adequate  coverage. 

Once  again,  we  believe  to  the  extent  possible  we  must  provide 
access  to  a  comprehensive  benefit  package  especially  for  our 
nation's  children.   In  developing  the  package  we  will  be  striving 
to  guarantee  that  all  Americans  have  comprehensive,  affordable, 
cost-effective  health  care  services. 
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Mr.  Andrews.  Grood  afternoon,  Madam  Secretary.  Delighted  to 
have  you  here  before  our  committee.  I  have  got  the  committee  room 
to  myself  now.  I  am  in  charge. 

Secretary  Shalala.  Anything  you  want  to  know,  Congressman 
Andrews,  I  would  be  happy  to  answer. 

Mr.  Andrews.  One  of  the  things  that  has  been  a  high  point  in 
my  career  in  the  House,  and  certainly  on  the  Ways  and  Means 
Committee,  was  reforming  the  welfare  system  for  the  first  time. 
And  it  was  largely  due  to  the  help  of  then  Governor  Bill  Clinton 
that  we  were  able  to  pass  the  first  real  major  welfare  reform. 

I  believe  history  will  look  back  on  the  Reagan  years  and  see  wel- 
fare reform  as  being  one  of  the  hallmarks  of  his  domestic  policy. 
The  first  major  step  to  encourage  people  on  welfare  to  go  to  work, 
to  get  a  job,  is  to  deal  with  the  difficult  problem  of  securing  and, 
collecting  child  support.  It  is  an  issue  that  has  remained  one  of  real 
passion  with  me. 

Our  Subcommittee  of  Human  Resources  has  graded  various 
States,  mine  having  some  of  the  most  progressive  child  support  en- 
forcement laws  while  doing  one  of  the  poorest  jobs  of  collecting 
child  support  in  the  Nation.  That  is  true  of  many  States  across  the 
South.  States  that  have  low  welfare  benefits  to  start  with  don't  do 
a  particularly  good  job  of  collecting  child  support  payments. 

I  just  want  to  express  to  you  how  enthusiastic  I  am  to  have 
President  Clinton  eager  to  fulfill  the  promise  of  that  legislation.  If 
we  are  going  to  ask  the  young  mother  to  get  a  job  or  seek  training, 
we  have  to  fund  programs  adequately  to  ensure  there  is  day  care 
and  child  care  for  her  to  allow  her  to  get  off  of  welfare. 

Some  of  the  things  we  have  tried  in  child  support  enforcement 
are,  one,  mandatory  wage  withholding  and,  faster  and  better  mon- 
itoring in  local  communities. 

One  such  program  in  San  Antonio  has  worked  very  well  as  a 
pilot  project,  by  putting  more  money  into  those  areas  and  focusing 
on  delinquent  child  support  payments  to  go  after  those  spouses  who 
aren't  making  their  payments. 

One  amendment  I  had  in  the  tax  bill  H.R.  11,  vetoed  by  the 
President,  would  encourage 

Secretary  Shalala.  Previous  President. 

Mr.  Andrews.  The  previous  President — would  encourage  the  re- 
porting of  people  in  arrears  to  credit  bureaus  in  particular  States. 
We  found  it  a  successful  way  to  accelerate  payments.  I  would  like 
to  write  you  a  letter  regarding  the  particular  amendment  if  you  are 
not  aware  of  it  for  your  discussion  and  thought,  and  I  hope  that 
you  will  support  it  as  well. 

Secretary  Shalala.  We  will  support  it,  Congressman. 

Mr.  Andrews.  Well,  thank  you. 

I  would  like  to  have  your  opinions  regarding  this  issue  of  welfare 
reform.  I  think  Mr.  Santorum  did  raise  a  point  that  is  worth  dis- 
cussing, being  that  what  Gk>vemor  Clinton,  now  President  Clinton, 
has  tried  to  do  is  encourage  people  with  sticks  and  carrots  to  work 
their  way  out  of  welfare  and  by  using  mandates  to  encourage  them 
to  find  a  job  or  seek  job  training. 

What  do  you  think  we  need  to  do?  What  steps  do  you  see  for  the 
future  that  the  administration  and  Congress  need  to  take  to  pre- 
pare ourselves?  What  specific  things  should  we  be  looking  at  in 
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order  to  move  this  process  ahead  and  really  make  welfare  reform 
what  it  was  intended  to  be? 

Secretary  Shalala.  I  think  that  our  philosophy  is  that  work  is 
the  centerpiece  and  the  expectation  of  every  American  and  that 
they  are  going  to  go  to  work  to  support  themselves  and  to  support 
their  families.  And  that  whatever  the  public  incentives  are,  they 
have  to  support  that  concept  as  opposed  to  the  current  system 
which  supports  the  concept  of  staying  away  from  work  because  the 
benefit  package  is  higher  than  what  you  might  get  from  an  entry 
level  job,  which  is  particularly  true  of  health  care  benefits.  So  it  is 
also  the  messages  that  we  send. 

Young  people  must  grow  up  in  this  country  taking  responsibility 
for  their  own  futures  as  well  as  their  own  bodies.  And  if  someone 
chooses  to  have  a  child  or  if  there  is  an  unwanted  pregnancy  and 
she  makes  the  decision  to  carry  it  to  term,  she  has  to  understand 
that  one  part  of  her  responsibility — and  we  will  help  with  child 
support  and  child  care — is  to  go  to  work;  and  two,  that  we  are  not 
going  to  have  long-term  support  in  this  country  of  heads  of  house- 
holds and  their  families  who  are  not  working.  But  having  said  that, 
then  we  must  make  it  possible  for  everyone  that  works  in  this 
country  to  be  able  to  bring  their  family  above  the  poverty  level. 

They  ought  to  not  have  to  raise  their  children  in  poverty.  We  also 
have  to  hold  parents,  absent  or  not,  financially  responsible  for  their 
children,  and  therefore  child  support  enforcement  must  be  a  bold 
and  much  stronger  program  than  it  currently  is.  Using  the  IRS,  no- 
tifying credit  agencies,  making  sure  that  we  have  a  nationwide  sys- 
tem that  can  track  people,  so  there  are  lots  of  changes  that  we 
need  to  make  there. 

Mr.  Andrews.  If  I  could  interject,  it  seems  that  in  this  area  of 
child  support  enforcement,  we  need  to  be  more  experimental  than 
in  the  past.  There  have  been  things  that  have  worked  well,  and 
those  that  haven't.  I  know  from  my  personal  experience  that  gen- 
erally the  youngest,  most  naive  and  least  experienced  prosecutors 
are  put  into  that  section.  Collecting  child  support,  and  refocusing 
our  attention  on  those  issues,  will  put  tougher  kinds  of  people  into 
garnering  some  of  these  back  child  support  payments.  We  must 
also  be  experimental  in  different  areas,  trying  things  that  have 
worked  and  getting  rid  of  those  that  haven't. 

Secretary  Shalala.  As  you  well  know,  in  a  number  of  States 
there  have  been  experiments  which  give  us  some  hints  about  what 
a  national  program  ought  to  look  like.  Obviously  streamlining  the 
establishment  of  paternity,  developing  of  a  national  data  base  for 
noncustodial  parents,  these  things  will  help  as  part  of  this  overall 
strategy,  providing  people  who  can  work  with  training  and  the  kind 
of  support  system  that  they  need  for  their  children  so  they  can 
move  off  welfare.  And  so  when  we  send  the  message:  this  is  going 
to  be  a  time-limited,  transitional  program;  that  people  do  not  just 
fall  into  a  hole;  that  there  are  opportunities  to  get  training  and  to 
have  jobs;  but  more  than  an3^hing  else  to  change  the  culture  of 
welfare.  We  want  to  make  it  very  clear  that  we  are  talking  about 
transitional  programs,  not  long-term  programs,  and  that  we  are 
prepared  as  a  Nation  to  provide  people  with  the  support,  with 
earned  income  tax  credits  so  when  they  do  go  to  work  they  do  not 
have  to  bring  up  their  family  in  poverty.  But  beyond  that  people 
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also  have  to  take  responsibility  for  their  own  lives,  and  I  believe 
that  responsibility  is  a  centerpiece  in  this  change  in  attitude  and 
culture  that  this  new  program  has  to  support. 

Mr.  Andrews.  Let  me  ask  you  to  focus  your  attention  on  another 
issue.  Senator  Bradley  and  I  last  week  introduced  a  bill  to  raise  the 
tax  on  tobacco  products  to  a  dollar  nationwide.  What  we  know  very 
clearly  is  that  tobacco  kills  about  a  thousand  people  every  day,  and 
the  American  taxpayer  spends  $24  billion  a  year  in  direct  costs  to 
take  care  of  people  that  get  sick  from  smoking.  New  customers  who 
take  the  place  of  old  customers  who  have  died  or  managed  to  quit 
their  habit,  tend  to  be  under  the  age  of  19  and  60  percent  of  new 
customers  are  under  16  years  of  age. 

In  this  debate  on  health  care  reform,  I  am  curious  what  your 
views  are  about  tobacco  use  and  excise  taxes  on  tobacco.  In  addi- 
tion to  mitigating  the  costs  created  by  sick  people  and  also  discour- 
aging young  teenage  smoking,  is  there  a  role  for  the  tobacco  excise 
taxes? 

Secretary  Shalala.  It  certainly  is  something  that  everyone  is 
looking  at  currently.  Particularly  there  have  been  a  number  of  ex- 
periences both  in  Europe,  in  New  Zealand,  I  think,  as  well  as  Cali- 
fornia where  there  has  been  the  most  interesting  kind  of  experience 
that  tells  us  a  lot  about  the  relationship  between  price  and  young 
people  starting  to  smoke.  California  undertook  a  very  powerful  ad 
campaign  to  change  the  behavior  of  young  people,  which  was  paid 
for  with  a  tax.  It  looks  like  it  is  starting  to  have  an  effect.  So  we 
are  obviously  very  interested  as  part  of  health  reform  in  trying  to 
reduce  costs,  and  because  we  are  very  interested  in  prevention,  and 
in  primary  care,  in  trying  to  reduce  the  number  of  people  that  start 
smoking.  So  for  us  it  is  not  only  an  interest  from  a  financing  point 
of  view,  but  similar  to  your  interest,  our  interest  in  reducing  the 
number  of  young  people  that  start  smoking  in  the  first  place. 

Mr.  Andrews.  Do  you  favor  raising  the  excise  tax  on  tobacco? 

Secretary  Shalala.  I  think  that  the  President  has  not  said  spe- 
cifically that  he  is  going  to  buy  off  on  that  tax,  so  it  would  be  pre- 
sumptuous of  me  to  say  that  I  personally  am.  I  do  not  want  to 
leave  with  you  any  question  in  your  minds  about  the  relationship 
between  price  and  young  people  starting  to  smoke  and  our  need  ob- 
viously to  find  an  array  of  taxes,  some  of  them  health  related 
would  be  helpful. 

Mr.  Andrews.  We  have  a  five-minute  vote  now.  The  committee 
will  stand  in  recess  for  about  ten  minutes.  At  the  time,  the  Chair- 
man will  return  and  we  will  continue  with  your  testimony.  Thank 
you. 

[Recess.] 

Chairman  ROSTENKOWSKI.  As  you  can  see,  Madam  Secretary,  we 
have  a  relay  team  here  that  tries  to  keep  these  hearings  going  so 
we  don't  impose  too  much  time  on  you  and  your  valuable  schedule. 

Secretary  SHALALA.  Thank  you. 

Chairman  Rostenkowski.  So  I  am  sure  that  many  of  the  mem- 
bers will  be  back.  This  is  the  last  of  a  series  of  votes.  I  am  sure 
that  many  of  the  members  will  be  back  and  will  once  again  join  me 
in  questioning  you  about  where  you  think  we  can  go.  I  am  con- 
cerned. Madam  Secretary,  about  enacting  substantial  medicare 
savings  in  the  absence  of  establishing  a  national  health  care  cost 
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containment  program.  Many  private  employers  believe  that  provid- 
ers make  up  medicare  cuts  by  increasing  payments  to  private  pay- 
ers. 

Do  you  believe  that  is  true,  and  won't  these  Federal  savings  sim- 
ply result  in  higher  costs  for  private  sector  employers? 

Secretary  Shalala.  Only  if  the  private  sector  employers  are  will- 
ing to  pay  the  bill,  and  I  think  that,  Mr.  Chairman,  to  be  more  re- 
sponsive to  your  general  point,  we  obviously  are  caught  here.  It 
was  necessary  for  the  President  to  make  a  serious  statement  about 
deficit  reduction.  He  obviously  had  to  look  across  the  government 
with  all  of  us.  We  felt  that  we  went  through  the  Medicare  program 
and  the  Medicaid  program  with  a  scalpel  to  be  as  sensitive  as  we 
possibly  could  about  the  nature  of  the  slowing  down  of  the  in- 
creases that  we  were  taking. 

We  are  not  geniuses  at  this,  and  if  there  are  any  suggestions  you 
or  your  committee  or  the  staff  have,  we  will  be  happy  to  consider 
them  in  terms  of  the  obvious  cost  shifting  that  has  been  docu- 
mented extensively.  My  hope  is  that  there  will  be  some  slowing 
down  of  cost  shifting.  Again,  my  point  is  that  it  is  a  management 
decision  to  cost  shift,  and  it  works  when  someone  at  the  other  end 
is  willing  to  write  the  check  and  pay  the  bill,  but  I  share  your  con- 
cern. 

I  want  to  repeat  what  I  said  in  regard  to  large,  urban,  teaching 
hospitals,  about  rural  hospitals,  and  I  think  that  as  we  went 
through  we  tried  to  be  sensitive  to  that.  Perhaps  we  were  not  sen- 
sitive enough. 

Chairman  Rostenkowski.  Mr.  Coyne  will  inquire. 

Mr.  Coyne.  Thank  you,  Mr.  Chairman.  Welcome,  Madam  Sec- 
retary. 

Secretary  Shalala.  Thank  you. 

Mr.  Coyne.  Is  there  a  relationship  between  the  proposed  medi- 
care cuts  in  the  budget  and  the  President's  commitment  to  enacting 
and  implementing  a  national  health  reform  program? 

Secretary  Shalala.  Only  in  the  sense  that  the  people  that  are 
managing  all  of  this  are  part  of  both  discussions.  And  in  the  proc- 
ess of  looking  through  the  Medicare  program  to  see  where  we  could 
slow  down  some  of  the  increases,  we  were  very  conscious  of  the  fact 
that  we  were  not  going  to  make  systemic  changes  in  the  nature  of 
the  program  or  the  nature  of  the  delivery  system.  And  we  at- 
tempted to  protect  beneficiaries  as  part  of  the  process.  So  in  the 
sense  that  we  did  not  go  through  the  program  with  a  meat  axe  to 
fundamentally  change  the  program  because  we  knew  that  health 
care  reform  was  coming  close  behind,  the  answer  is,  yes. 

Mr.  Coyne.  Okay.  The  President  has  proposed  that  starting  in 
1995  the  Part  B  premium  beneficiaries  are  going  to  be  paying  27 
percent  of  the  premium  instead  of  25,  and  the  question  I  have,  was 
there  any  thought  given  in  developing  that  plan  to  having  the  high- 
er income  people  in  the  program  absorb  more  of  the  cost  of  the  Part 
B  payments? 

Secretary  Shalala.  I  believe  that  what  we  did  there  was  sort  of 
straight  line  the  decision  the  Congress  already  made,  so  what  we 
relied  on  was  the  good  judgment  of  the  Congress  in  establishing 
that  and  simply  stretched  it  out  over  a  longer  period  of  time.  In 
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fact,  it  is  a  little  less  than  it  would  have  been  under  the  original 
congressional  decision. 

Mr.  Coyne.  So  I  presume  that  will  set  a  precedent  for  all  future 
ideas  of  the  Congress,  that  you  will  accede  to  that  as  well? 

Secretary  Shalala.  To  the  extent  they  are  thoughtful  and  in- 
sightful, we  will  be  happy  to  stretch  them  out  over  a  longer  period 
of  time  as  part  of  our  recommendations  to  you. 

Mr.  Coyne.  Thank  you. 

Chairman  ROSTENKOWSKI.  Mr.  Stark  will  inquire. 

Mr.  Stark.  Thank  you,  Mr.  Chairman.  I  want  to  join  you,  Mr. 
Chairman,  and  my  colleagues  in  welcoming  you  to  the  first  of  many 
visits,  Secretary  Shalala.  Your  reputation  for  hard  work  and  deci- 
siveness precedes  you,  and  you  are  going  to  need  it.  You  are  going 
to  be  faced  with  deficit  reduction,  health  care  and  welfare  reform 
in,  I  guess,  six  months. 

Secretary  Shalala.  Easier  than  trying  to  run  a  football  team, 
Mr.  Stark. 

Mr.  Stark.  It  might  very  well  be.  I  look  forward  to  working  with 
you,  as  I  know  our  committee  does.  I  know  that  you  are  going  to 
be  faced  with,  as  you  await  confirmation  of  some  of  your  additional 
staff  and  as  we  await  the  budget  process  to  grind  through,  we  are 
all  sort  of  sitting  here  on  tenterhooks  trying  to  figure  out  what  the 
final  product  of  budget  reconciliation  and  health  care  reform  will 
be.  I  want  to  state  that  it  has  been  our  committee's  record  and  pol- 
icy in  the  past  to  meet  the  budget  requirements,  and  we  have 
promptly  done  so.  Under  the  leadership  of  the  Chairman,  both  in 
the  letter  and  the  spirit  of  the  budget  resolution.  However,  we  have 
enjoyed,  and  I  hope  we  can  continue  to  enjoy  flexibility  or,  if  I  could 
put  it  in  the  words  of  distinguished  gentleman  from  Texas,  Mr. 
Pickle,  a  little  wiggle  room,  so  that  if  we  find  out  that  there  are 
unintended  consequences  of  a  political  nature  that  we  might  be 
able  to  move  the  chairs  around  on  the  deck  of  a  ship  that  is  going 
to  sit  a  little  bit  lower  in  the  water  as  a  result  of  budget  cuts. 

I  would  hope  that  the  Secretary  and  her  staff  would  indulge  us 
in  a  little  wiggle  room  as  we  proceed  to  meet  the  budget  require- 
ments and  the  reform  changes  that  we  anticipate  will  be  necessary 
in  the  health  care  program.  I  have  nothing  more  to  add  or  really 
to  inquire  at  this  point  because  I  think  your  administration  has 
done  a  wonderful  job  of  iterating  and  reiterating  the  policies  for 
which  it  stands,  and  I  think  the  American  people  are  comfortable 
with  it.  I  know  I  am. 

It  has  often  been  said  that  the  devil  is  in  the  details,  but  that 
is  what  you  pay  us  to  do,  and  I  would  just  like  to  suggest  that  this 
committee  will  work  with  you  to  see  that  we  accomplish  those 
goals.  I  was  interested  to  learn  that  we  have  had  a  temporary  set- 
back in  our  schedule  as  a  result  of  the  Federal  Court  about  an  hour 
or  so  ago  suggesting  that  we  have  got  to  halt  the  task  forces  going 
on  at  the  White  House  because  of  a  sunshine  law,  but  I  suspect 
that  we  will  find  a  way  or  you  will  find  a  way  to  get  back  on 
stream  with  that,  and  we  will  look  forward  to  the  specifications  or 
legislation  that  you  bring  to  us.  Thank  you,  and,  again,  welcome 
to  the  committee. 

Secretary  Shalala.  Thank  you  very  much,  Congressman. 

Chairman  Rostenkowski.  Mr.  Houghton. 
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Mr.  Houghton.  Thank  you,  Mr.  Chairman.  Nice  to  see  you, 
Madam  Secretary.  Just  two  quick  items  to  reaffirm  what  has  al- 
ready been  mentioned  and  then  also  a  basic  question.  First  of  all, 
as  far  as  the  graduate  medical  education  cuts  are  concerned,  that 
has  been  brought  up.  You  understand  what  the  problem  is,  it  is 
disproportionate  to  some  of  the  great  teaching  centers,  and  I  think 
it  is  unfair  putting  this  on  a  national  average  basis.  You  said  be- 
cause Mr.  Pickle  brought  it  up  that  you  were  going  to  look  into  it, 
and  that  is  good  enough  for  me. 

The  other  thing,  as  far  as  the  health  care  system  is  concerned, 
really  has  to  do  with  telecommunications.  If  I  understand  correctly 
you  are  moving  in  the  direction  of  managed  care,  and  if  that  is  the 
case,  it  is  going  to  be  difficult  for  some  of  the  rural  areas  because 
there  is  no  option,  there  is  no  alternative,  there  is  no  place  to  go 
if  you  don't  like  one  particular  system. 

Something  which  we  have  tried  is  the  concept  of  linking  smaller 
hospitals  with  larger  teaching  units.  I  know  Ed  Markey  brought 
this  up  in  one  of  his  hearings  and  some  of  the  statistics  are  pretty 
breathtaking.  For  example,  the  Arthur  D.  Little  study  said  if  you 
linked  some  of  the  smaller  or  rural  hospitals  up  with  some  of  the 
great  medical  centers  on  a  national  basis,  you  could  save  something 
like  $36  billion  a  year. 

Now,  I  have  no  idea  whether  those  figures  hold  water  or  not,  but 
that  is  from  a  reputable  firm,  a  reputable  study  and  a  reputable 
Congressman,  so  I  urge  you  to  look  into  that  because  I  think  there 
is  some  real  gold  to  be  mined  there. 

The  last  question,  it  is  really  a  question,  the  only  one  I  have,  has 
to  do  with  something  which  was  brought  up  yesterday,  and  it  re- 
minded me  a  little  bit  of  some  of  the  stuff  that  Dick  Darman  talked 
about  and  Leon  Panetta  mentioned.  I  don't  want  to  quote  him  di- 
rectly because  I  am  not  sure  exactly  what  he  said,  but  the  thrust, 
if  I  understood  it,  was  something  like  this:  That  if  you  took  medical 
costs,  froze  them,  added  on  cost-of-living,  added  on  top  of  that  3 
percent,  added  on  top  of  that  demographic  changes,  that  you  could 
save  virtually  trillions  of  dollars,  and  that  may  be  the  way  you 
would  be  going.  Do  you  have  any  comment  on  that? 

Secretary  Shalala.  Not  specifically  because  I  did  not  hear  spe- 
cifically what  Mr.  Panetta  said,  but  if  we  had  done  that,  for  exam- 
ple, to  try  to  save  money  with  that  kind  of  cap,  we  would  have  de- 
stroyed the  medical  education  and  the  rural  hospitals  because  the 
kinds  of  adjustments  we  made  for  them  are  substantially  more 
than  that  system  would  suggest.  We  certainly  will  look  at  all  sorts 
of  alternatives  for  cost  containment  of  the  overall  system  as  part 
of  health  care  reform,  and  that  includes  some  short-term  consider- 
ations of  so-called  freezes,  but  our  preference  here  for  these  deficit 
contributions  was  to  go  through  with  a  lot  more  sensitivity  to  rural 
areas  and  to  medical  education,  for  example. 

Mr.  Houghton.  Thank  you,  Mr.  Chairman. 

Chairman  ROSTENKOWSKI.  Mr.  Payne  will  inquire. 

Mr.  Payne.  Thank  you  very  much,  Mr.  Chairman.  Welcome, 
Madam  Secretary. 

Secretary  Shalala.  Thank  you. 

Mr.  Payne.  I  know  you  will  do  well,  and  I  look  forward  to  work- 
ing with  you.  I  also  want  to  thank  you  and  thank  President  Clinton 
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for  what  I  think  is  a  very  bold  economic  plan  and  one  which  I  cer- 
tainly intend  to  support,  but  I  would  like  to  use  this  time  to  talk 
just  a  little  bit  about  health  care  reform  because  I  think  that  is  so 
important  as  the  next  step  in  terms  of  our  overall  economic  plan. 
I  am  from  a  predominantly  rural  area,  and  we  spend  a  good  bit  of 
our  time  looking  for  primary  care  physicians  that  might  serve 
medically  underserved  areas. 

We  have  come  to  realize  that  this  is  not  a  problem  that  is  unique 
just  to  rural  areas,  but  there  is  a  real  shortage  of  primary  care 
physicians  in  this  country,  and  the  mix  of  primary  care  physicians 
and  specialists  is  different  in  this  country  than  it  is  in  most  others. 
We  have  looked  at  how  we  might  involve  our  State  and  locality  in 
solving  what  we  think  is  a  pretty  important  issue  for  health  care 
reform  and  health  care  cost  containment.  The  three  medical  univer- 
sities in  Virginia  have  come  up  with  an  innovative  idea  or  innova- 
tive concept  which  is  a  project  that  has  as  its  goal  producing  at 
least  50  percent  primary  care  physician  graduates  by  the  year 
2000. 

This  is  significant  because  last  year  I  think  they  had  18  percent 
of  the  graduates  were  primary  care,  so  this  is  quite  a  change  in  a 
relatively  short  period  of  time.  The  only  way  that  this  will  work  is 
if  your  Department  will  cooperate  with  them  in  terms  of  some  flexi- 
bility primarily  in  the  area  of  graduate  medical  education  reim- 
bursement formulas.  I  am  not  asking  that  we  spend  any  more 
money  but  simply  that  there  be  some  kind  of  flexibility  that  might 
be  permitted  in  the  funding  formula  which  would  be  agreed  to  by 
all  these  recipients  simply  for  them  to  change  their  residency  train- 
ing emphasis  more  toward  primary  care,  and  to  that  end  we  are 
having  a  meeting  next  month  with  these  university  officials  and 
members,  senior  members  of  your  Department  to  discuss  this,  and 
I  guess  my  hope  is  that  you  could  be  supportive  of  what  it  is  that 
we  are  trying  to  do  because  I  think  it  is  a  very  good  pilot  program 
and  it  is  significant  for  Virginia,  but  it  may  be  very  significant  for 
the  Nation. 

Secretary  Shalala.  Thank  you  very  much.  Congressman  Payne. 
I  think  your  point  is  very  well  taken.  This  proposal  actually  re- 
wards primary  care  residencies.  We  have  tried  to  begin  to  tilt  back 
toward  primary  care  residencies,  and  you  will  find  us  increasingly 
supportive  of  using  the  medical  education  dollars  to  make  certain 
that  we  make  a  proper  commitment  to  primary  care  physicians.  I 
think  the  major  medical  societies  in  this  country  fully  understand 
that  we  have  gone  overboard  in  one  direction.  We  need  to  put  an 
emphasis  on  primary  care,  but  once  those  doctors  graduate,  the  re- 
imbursement schemes,  the  whole  system  needs  to  run  its  incentives 
so  that  there  are  also  some  economic  incentives  for  primary  care 
physicians  that  help  to  support  them  as  they  go  to  practice  medi- 
cine in  inner  cities  or  in  rural  areas,  in  places  where  there  is  a 
dearth  of  primary  care  physicians.  But  just  as  important  are  other 
health  professionals  because,  as  you  well  know,  in  rural  areas  in 
this  country  which  have  made  enormous  efforts  to  attract  primary 
care  physicians,  while  they  may  get  them  for  a  short  period  of  time 
without  the  reimbursement  system  and  the  other  kinds  of  support, 
we  need  to  do  other  kinds  of  things  to  keep  them. 
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In  this  proposal  is  new  technology  developed  by  NIH  that  will 
give  primary  care  physicians  out  in  rural  areas  a  way  of  accessing 
great  teaching  hospitals  and  the  kind  of  library  and  backup  sup- 
port that  they  need.  The  development  of  these  new  computerized 
systems  are  very  important  in  keeping  people  up  to  date,  but  more 
importantly  feeling  that  they  have  the  support  that  they  might 
have  in  a  more  urban  area.  But  I  think  more  than  an3^hing  else 
the  economic  incentives  have  to  run  in  that  direction,  and  we  have 
to  change  our  philosophy  and  our  culture  in  terms  of  what  we  hold 
up  to  be  high  status. 

Primary  care  family  physicians  and  preventative  care  have  to  in- 
creasingly be  high  status  in  our  society,  and  where  the  government 
puts  its  resources  has  a  great  deal  to  do  with  that  kind  of  stature. 
I  think  that  over  the  years  and  within  the  health  care  reform  pack- 
age, as  well  as  at  least  as  much  as  we  could  do  here,  you  will  see 
that  kind  of  emphasis. 

Mr.  Payne.  Well,  we  are  very  pleased  that  these  fine  hospitals 
in  Virginia  have  made  this  decision  and  very  much  look  forward  to 
working  with  you  and  your  Department.  Thank  you  very  much. 

Secretary  Shalala.  Thank  you. 

Chairman  Rostenkowski.  Mr.  Lewis  will  inquire. 

Mr.  Lewis.  Thank  you,  Mr.  Chairman.  Madam  Secretary,  I  want 
to  welcome  you.  I  must  tell  you,  and  I  really  believe  you  are  the 
best  person  for  this  great  task. 

Secretary  Shalala.  Thank  you,  Congressman. 

Mr.  Lewis.  You  have  taken  on  a  great  and  tremendous  task,  and 
I  want  to  wish  you  luck  and  courage. 

Chairman  Rostenkowski.  Madam  Secretary,  don't  let  all  this  go 
to  your  head. 

Secretary  SHALALA.  I  figure  it  is  short  term  at  the  beginning. 

Mr.  Lewis.  Madam  Secretary,  I  will  support  you  and  the  Presi- 
dent in  your  efforts  to  be  bold  and  to  bring  about  real  change. 
Madam  Secretary,  I  want  to  know,  will  you  use  your  position  and 
your  great  influence  to  get  this  President  to  issue  an  executive 
order  banning  smoking  in  all  Federal  buildings? 

Secretary  Shalala.  Congressman,  such  a  proposal,  as  you  know, 
has  been  under  consideration  over  the  years,  and  as  part  of  health 
care  reform,  we  are  looking  at  proposals  that  have  to  do  with  ban- 
ning smoking  in  Federal  buildings.  I  believe  that  Mrs.  Clinton  has 
already  indicated  the  White  House  has  banned  smoking,  and  most 
Federal  buildings  actually  have  banned  smoking  already.  It  has 
been  individual  departmental  decisions,  and  I  think  that  the  time 
has  come  for  serious  consideration  of  an  overall  ban,  and  my  De- 
partment is  indeed  reviewing  that. 

Mr.  Lewis.  Madam  Secretary,  I  know  you  don't  have  any  influ- 
ence or  control  over  Capitol  Hill,  but  maybe  that  spirit  will  move 
around  here  also. 

Secretary  Shalala.  I  think  that  a  healthier  Congress  would  be 
good  for  all  of  us. 

Mr.  Hancock.  Would  the  gentleman  yield.  Maybe  we  ought  to 
have  a  smoking  tax  and  also  an  overweight  tax,  an  obesity  tax.  I 
appreciate  your  comments.  Us  smokers  recognize  that  we  have  got 
a  real  problem.  Thank  you. 
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Mr.  Lewis.  Well,  let  me  say  to  my  colleague  on  the  other  side, 
some  of  us  are  working  on  that. 

Madam  Secretary,  I  would  like  to  ask  you  about  long-term  care. 
People  living  longer,  many  well  into  their  80s,  I  think  most  of  us 
face  long-term  illness  when  we  get  older.  We  all  know  that  nursing 
home  payments  are  a  tremendous  drain  on  the  medicaid  budget.  At 
the  same  time  paying  for  long-term  care  is  extremely  expensive.  Do 
you  have  any  thoughts  or  comments  on  what  we  might  learn  from 
the  medicaid  experience,  how  we  might  begin  to  better  address 
long-term  care? 

Secretary  Shalala.  I  think  that  long-term  care  is  the  next  great 
issue  for  those  of  us  that  are  concerned  about  the  aging  process, 
and  this  country  is  going  to  have  to  confront  that  issue  over  the 
next  few  years.  We  are  looking  at  the  issue.  In  fact,  we  have  a 
working  group  looking  at  that  issue  as  part  of  health  care  reform, 
and  the  first  pronouncements  and  the  first  ideas  may  well  come  out 
as  part  of  our  health  care  reform  package.  It  is  indeed  very  expen- 
sive, but  it  depends  on  how  you  do  it.  It  depends  on  whether  long- 
term  care  is  in  part  a  partnership  between  families  and  the  govern- 
ment. It  depends  on  what  kinds  of  facilities  are  used  and  whether 
people  are  supported  to  stay  with  their  families  in  their  own  homes 
and  at  what  point  they  need  to  change  their  shelter  arrangements. 
It  depends  on  how  sophisticated  we  are  about  the  need  for  different 
kinds  of  shelter  arrangements  depending  on  the  aging  process. 

We  have  a  long  way  to  go,  but  we  have  some  of  the  country's 
leading  authorities  and  most  thoughtful  people  coming  into  the  De- 
partment to  help  us  think  this  through.  I  should  point  out  that  the 
new  Assistant  Secretary  for  Aging,  Professor  Torres-Gil  from  the 
University  of  California  at  Los  Angeles,  is  indeed  concerned  about 
this  issue. 

Our  desire  to  upgrade  that  Office  of  Aging  to  an  Assistant  Sec- 
retary level  should  reflect  our  concern  about  taking  on  issues  of 
long-term  care.  With  an  office  and  with  the  personnel  of  such  stat- 
ure and  thoughtfulness  we  are  prepared  to  take  on  that  issue. 

Mr.  Lewis.  Thank  you  very  much.  Madam  Secretary.  Thank  you, 
Mr.  Chairman. 

Chairman  ROSTENKOWSKI.  Mr.  Hancock. 

Mr.  Hancock.  Madam  Secretary,  in  candidate  Clinton's  book  ti- 
tled, "Putting  People  First,"  he  said  "lift  the  Social  Security  earn- 
ings test  limitations  so  that  older  Americans  are  able  to  help  re- 
build our  economy  and  create  a  better  future  for  all."  This  repeal 
of  the  earnings  limit  test  on  Social  Security  was  not  included  in 
any  part  of  the  President's  plan.  Yesterday,  when  I  asked  0MB 
Budget  Director  Panetta  about  it,  his  response  was  that  everything 
must  be  on  a  pay-as-you-go  system.  There  have  been  estimates  by 
Aldona  and  Gary  Robbins,  former  Treasury  Department  econo- 
mists, that  abolishing  the  earning  limits  would  net  the  Government 
$140  million  in  revenue. 

What  is  your  feelings  about  the  earnings  limit  and  why  was  it 
not  included  in  the  President's  plan  as  he  indicated  in  his  book? 

Secretary  Shalala.  I  think  that  eliminating  the  retirement  earn- 
ings limit  for  beneficiaries  age  65  to  69  has  been  widely  discussed 
over  the  years,  as  well  as  by  the  President.  Those  in  favor  gen- 
erally believe  that  it  discourages  some  people  from  continuing  to 
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participate  in  the  labor  force,  and  those  opposed  are  concerned 
about  allowing  people  to  receive  all  of  their  retirement  benefits  in 
addition  to  unlimited  earnings,  so  there  has  actually  been  a  debate 
going  on.  If  we  eliminated  the  earnings  test,  the  estimates  are  that 
it  would  cost  us  about  $24  billion  over  the  first  five  years.  That  is 
-__ajven^  expensive  investment.  It  is  a  public  policy  call,  a  political 
cailT^- 

I  can  tell  you  that  from  Social  Security's  point  of  view,  at  least 
for  people  as  they  are  coming  off  a  job  and  perhaps  starting  an- 
other one  or  picking  up  a  part-time  job,  it  is  tough  to  administer, 
and  it  ties  us  up,  at  least  for  the  first  year,  with  lots  of  paperwork 
and  education  explaining  to  people  what  they  can  and  cannot  earn. 
I  think  that  this  is  an  issue  that  will  evolve,  and  as  we  talk  about 
a  variety  of  issues  from  long-term  care  to  other  kinds  of  Social  Se- 
curity issues,  we  certainly  will  consider  this  one. 

I  think  it  is  an  expensive  step  for  us  and  not  one  that  the  Presi- 
dent obviously  included  at  this  moment,  but  one  should  not  assume 
that  we  are  not  going  to  get  a  careful  review  of  that  idea  at  some 
point  in  the  administration. 

Mr.  Hancock.  Well,  is  it  not  true  that  the  same  paperwork  ex- 
ists for  people  over  age  70  as  would  exist  for  people  age  65? 

Secretary  Shalala.  It  is  the  first  year  that  people  are  coming  off 
in  terms  of  explaining  it  to  them. 

Mr.  Hancock.  Well,  I  didn't  think  it  was  that  complicated.  I  am 
63,  and  it  didn't  take  them  very  long  to  explain  it  to  me. 

I  have  got  one  other  question.  Under  the  GAO  reports,  various 
health-related  savings  have  been  suggested.  Are  you  going  to  be 
implementing  some  of  the  ideas  they  suggested,  and  if  so,  how 
many  of  them? 

Secretary  Shalala.  We  are  in  the  process  of  reviewing  a  variety 
of  Inspector  General  and  GAO  reports  that  have  made  rec- 
ommendations. Some  of  those  recommendations  have  already  been 
implemented  and  others  will  require  some  reorganization  as  we  get 
in  the  new  senior  people.  That  is  precisely  what  they  are  doing.  We 
need  to  make  sure  that  we  eliminate  waste,  fraud,  and  abuse 
which  eats  up  needed  dollars  for  other  kinds  of  programs,  and  si- 
multaneously we  need  to  make  sure  that  we  have  new  systems  in 
place  that  reduce  the  possibility  of  misuse  of  these  government  pro- 
grams. 

Mr.  Hancock.  Thank  you,  Mr.  Chairman. 

Chairman  Rostenkowski.  Mr.  Jefferson  will  inquire. 

Mr.  Jefferson.  Ck)od  to  see  you.  Madam  Secretary.  I  want  to 
ask  you  two  or  three,  I  think,  rather  short  questions.  The  first  has 
to  do  with  the  outpatient  services  proposals  you  have.  It  is  page 
four  under  Medicare  part  B,  and  currently  certain  outpatient  serv- 
ices are  paid  at  94.2  percent  of  costs,  and  the  proposal  is  to  extend 
that  reduction  and  further  reduce  levels  to  90  percent,  bringing  it 
consistent  with  the  payments  for  outpatient  capital  costs. 

I  want  to  ask  this:  Here  you  are  treating  outpatient  and  inpa- 
tient cuts  either  as  meritorious  or  as  less  worthy,  and  at  the  same 
time  you  are  treating  them  both  the  same.  Shouldn't  there  be  an 
emphasis  on  outpatient  care  here?  Wouldn't  it  be  a  way  to  save 
money  in  the  program  and  shouldn't  we  encourage  outpatient  care? 
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Secretary  Shalala.  Actually  outpatient  care  has  been  rising 
more  sharply,  and  this  was  really  an  attempt  to  slow  down  some 
of  that  growth  rate.  For  instance,  since  1985  outpatient  growth  has 
been  two  or  three  times  faster  than  the  growth  of  inpatient  serv- 
ices, so  to  be  fair  that  is  why  there  is  a  differential  in  terms  of  our 
treatment. 

Mr.  Jefferson.  But  isn't  it  a  good  thing  to  foster  outpatient 
services?  Usually  it  turns  out  that  they  are  as  effective,  less  costly, 
less  time  spent,  less  medicine  involved,  you  know,  less  health  care 
support,  health  care  provider  support,  that  sort  of  thing.  I  would 
just  like  to  have  you  look  into  ways  that  we  might  foster  savings 
by  pushing  more  support  to  out  care  patients. 

Secretary  Shalala.  I  think  we  would  be  happy  to  review  that. 
I  should  point  out  that  outpatient  services  outside  of  the  hospital 
setting  in  other  kinds  of  settings  are  cheaper  than  the  kinds  of 
services  that  are  provided  within  the  hospital  setting.  In  this  case 
there  were  simply  very  stark  increases.  Instead  of  taking  cuts  we 
are  trying  to  slow  them  down  a  little  bit. 

Mr.  Jefferson.  Okay,  my  second  question  is:  In  New  Orleans 
approximately  nine  physicians  are  handling  60  percent  of  the  out- 
patient medicare,  medicaid  patients  there.  It  may  be  an  astounding 
figure  there,  but  that  is  about  what  we  would  have.  I  would  hope 
the  cuts  proposed  wouldn't  adversely  affect  the  physicians  who  are 
providing  this  sorely  needed  service  to  people  in  the  inner  city. 
What  do  you  expect  the  effect  will  be  on  those  few  doctors  who  are 
providing  that  great  deal  of  service? 

Secretary  Shalala.  We  did  try  to  be  sensitive  to  those  doctors  in 
inner  cities  that  are  providing  primary  care  services  in  particular 
and  tried  to  be  very  sensitive  as  we  went  into  slowing  down  of  the 
increases.  And  if  you  would  like  to  discuss  those,  I  would  be  happy 
to  send  my  staff  over  to  talk  to  you  about  how  we  went  through 
and  did  that. 

Mr.  Jefferson.  Thank  you. 

Secretary  Shalala.  You  are  welcome. 

Mr.  Jefferson.  I  am  trying  to  envision,  because  under  the  man- 
aged care  concept,  I  know  it  isn't  strictly  formulated  yet,  and  I 
know  it  can  be  formed  a  number  of  different  ways,  but  PPOs  and 
HMOs  haven't  ordinarily  taken  into  account  the  specialty  care  hos- 
pitals. They  haven't  been  able  to  service  them  or  include  them  in 
their  coverages.  How  would  they  be  handled  in  a  managed  care 
concept? 

Secretary  Shalala.  Well,  that  is  one  of  the  challenges  of  man- 
aged competition,  to  make  sure  that  the  system  is  flexible  enough 
to  handle  nontraditional  settings.  You  can  be  assured  that  we  have 
had  conversations  about  that,  and  we  are  well  aware  of  our  need 
to  provide  that  kind  of  sensitivity. 

Mr.  Jefferson.  So  the  children's  hospitals  and  the  eye,  ear,  nose 
and  throat  hospitals  all  will  be  covered  under  this  managed  com- 
petition hospital? 

Secretary  Shalala.  Exactly. 

Mr.  Jefferson.  Thank  you.  Madam  Secretary.  I  appreciate  it. 

Chairman  ROSTENKOWSKI.  Mr.  Kleczka  will  inquire. 

Mr.  Kleczka.  Thank  you.  Madam  Secretary,  we  are  running  out 
of  questions  at  this  point.  Do  you  have  any  questions? 
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Secretary  Shalala.  How  is  my  basketball  team  doing? 

Mr.  Kleczka.  Not  too  bad.  Things  are  looking  up.  We  talked 
somewhat  this  afternoon  about  the  disability  backlog,  but  what 
hasn't  been  mentioned  is  an  impending  problem  with  the  Disability 
Insurance  Fund.  Are  you  aware  of  that  particular  problem  and  do 
you  know  when  we  are  going  to  be  suffering  a  short-term  liquidity 
in  the  fund  and  what  your  resolve  might  be? 

Secretary  Shalala.  We  will  actually  be  making  a  recommenda- 
tion on  that,  and  I  am  not  prepared  now  to  present  that,  but  we 
are  indeed  taking  a  look  at  that,  and  those  issues  have  been 
brought  to  me  recently. 

Mr.  Kleczka.  Will  that  be  coming  forward  this  year? 

Secretary  Shalala.  Yes,  I  expect  it  to  be  coming  forward  this 
year. 

Mr.  Kleczka.  Also  we  discussed  some  of  the  innovative  programs 
coming  from  the  States  like  Maryland  and  our  own  State  of  Wis- 
consin. Naturally  we  want  a  universal  or  an  integrated  type  of  sys- 
tem for  a  health  care  reform,  but  I  think,  as  you  have  indicated, 
some  of  those  programs  should  be  looked  at  and  possibly  incor- 
porated, and  I  appreciate  your  answer  there. 

The  last  concern  and  the  last  question  I  have  is  relative  to  a 
question  which  has  come  up  by  groups  visiting  members  of  this 
committee  and  others  relative  to  taxation  of  health  care  benefits  ei- 
ther above  a  certain  dollar  amount  or  above  a  certain  benefit 
amount.  What  are  your  views  of  any  type  of  a  health  care  reform 
package  relative  to  imposing  a  tax  on  health  care  insurance? 

Secretary  Shalala.  Well,  obviously  we  are  looking  at  the  possi- 
bility of  taxing  benefits  above  the  basic  package  as  a  method  of  fi- 
nancing the  system,  and  there  has  been  some  discussion  by  Presi- 
dent and  Mrs.  Clinton  in  the  press  about  that  topic.  What  I  could 
say  to  you  is  that  whatever  we  do  on  taxation,  it  has  to  be  a  fair 
system,  but  the  fundamental  themes  have  to  hold  that  everybody 
gets  the  same  basic  benefit  package;  that  everybody  has  access  to 
quality  care;  that  we  include  the  working  poor  that  now  do  not 
have  coverage;  and  that  we  eliminate  any  requirement  that  takes 
into  account  what  previous  conditions  were.  So  trying  to  do  that 
and  simultaneously  put  together  a  tax  package  that  does  not  hit 
the  middle  class  is  going  to  be  very  complicated,  but  that  is  what 
we  have  in  mind. 

Mr.  Kleczka.  What  is  the  goal  or  the  rationale  for  a  taxation 
policy  if,  in  fact,  an  employer  chooses  to  offer  a  package  above  the 
basic,  whatever  that  might  be?  Why  should  we  try  to  not  only  dis- 
allow it  but  provide  a  disincentive  for  something  like  that? 

Secretary  Shalala.  Well,  you  know,  there  is  the  fundamental 
philosophical  issue  here  of  additional  benefits  and  whether  in  the 
process  of  trying  to  finance  the  system  we  need  to  recapture  any 
savings  on  the  private  sector  side  as  part  of  the  financing  package. 
All  I  can  say  to  you  is  that  some  scholars  have  suggested  that  one 
way  of  doing  that  is  to  tax  benefits  above  a  certain  minimum  level, 
and  the  philosophy  there  is  to  try  to  recapture  some  revenues  to 
finance  the  basic  benefit  levels  so  you  can  expand  coverage. 

Mr.  Kleczka.  Thank  you  very  much. 

Chairman  Rostenkowski.  Mr.  McCrery. 
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Mr.  McCrery.  Thank  you,  Mr.  Chairman.  Secretary  Shalala, 
there  was  an  article  in  The  Washington  Post  recently — I  don't  usu- 
ally use  the  Post  as  a  source — but  I  will  assume  they  were  factual 
in  this  case.  The  article  cited  a  recent  study  by  Foster  Higgins  of 
employers'  health  care  costs  and  the  increase  in  employers'  health 
care  costs  last  year.  They  said  they  increased  10. 1  percent,  whereas 
over  the  past  several  years  the  average  rate  of  increase  on  an  an- 
nual basis  was  14.9  percent,  so  it  is  a  substantial  reduction  in  the 
rate  of  increase  in  employer  health  care  costs.  Are  you  familiar 
with  that  study  and 

Secretary  Shalala.  I  did  read  that  study,  and  I  am  aware  that 
there  has  been  some  slowing  down  in  the  system  in  general,  and 
that  is  what  that 

Mr.  McCrery.  How  do  you  account  for  that? 

Secretary  SHALALA.  I  think  there  is  a  limit  to  what  people  are 
prepared  to  pay,  and  there  is  some  recognition  in  the  system  that 
we  cannot  continue  to  pay  large  increases.  I  think  managed  care 
in  some  places  is  having  an  impact,  as  there  is  a  squeezing  down 
around  the  country,  but  more  than  anything  else  companies  have 
to  keep  themselves  competitive.  These  soaring  health  care  costs 
have  made  it  very  difficult  for  them  to  do  that,  so  there  are  some 
people  in  the  system  simply  saying,  no,  to  increases. 

Mr.  McCrery.  So  that  is  the  private  marketplace  working? 

Secretary  Shalala.  Pardon? 

Mr.  McCrery.  Is  the  private  marketplace  working? 

Secretary  SHALALA.  It  may  be  that  parts  of  the  private  market- 
place may  be  working,  and  one  of  the  reasons  that  the  administra- 
tion is  considering  very  much  a  private  sector  model  is  that  there 
is  some  faith  that  a  private  sector  model,  combined  with  perhaps 
some  public  sector  input  to  protect  those  areas  in  which  private 
sector  model  or  competitive  model  would  not  work  is,  in  fact,  the 
way  to  try  to  keep  health  costs  or  at  least  the  increase  slowing 
down. 

Mr.  McCrery.  Also  on  that  study,  it  is  interesting  to  note  that 
the  State  of  Maryland,  which  we  have  heard  a  lot  about  in  these 
hearings  from  Mr.  Cardin  and  now  Mr.  Kleczka,  had  its  effective 
rate  going  up  by  over  14  percent,  so  it  was  much  higher  than  the 
average  of  employers  in  other  States,  so  maybe,  just  maybe,  hos- 
pital rate  regulation  is  not  the  answer  to  our  problems. 

Secretary  Shalala.  And  I  do  not  know  what  is  in  that,  whether 
it  has  been  the  downturn  in  the  economy  that  caused  more  people 
to  get  on  to  their  system  or  what  the  explanation  is.  But  there  are 
clearly  some  things  going  on  in  the  system,  some  good  and  some 
bad,  and  that  just  simply  rejustifies  the  reason  to  look  at  the  whole 
system,  to  try  to  get  control  of  it,  and  to  try  to  develop  a  uniquely 
American  model  based  on  what  we  have  done  in  terms  of  building 
this  model  in  the  private  sector,  combined  with  some  things  that 
we  need  to  do  to  cover  areas  that  might  not  be  covered. 

Mr.  McCrery.  Thank  you.  I  am  glad  that  you  all  are  looking  at 
a  private  sector  free  market  approach. 

Mr.  Stark.  Would  the  gentleman  yield? 

Secretary  Shalala.  Part  of  the  tradition  of  our  party. 

Mr.  McCrery.  I  would  be  glad  to  yield  to  my  Chairman. 
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Mr.  Stark.  In  the  absence  of  my  colleague,  Mr.  Cardin,  I  just 
would  like  to  clarify  the  Maryland  situation  which  I  know  he  is 
quite  proud  of  and  justifiably  so.  While  the  study  you  cited  shows 
that  the  insurance  rates  may  very  well  have  gone  up  14  percent, 
the  hospital  rates,  which  are  really  that  part  that  is  unique  to  the 
Maryland  system,  didn't  go  up  anywhere  near  that.  They  went  up 
less  than  the  others  in  the  country.  All  the  other  factors  may  have 
raised  it,  but  I  want  to  give  credit  to  Mr.  Cardin. 

Mr.  McCrery.  In  fact,  you  have  made  my  point,  that  by  squeez- 
ing one  sector  of  the  health  care  industry  you  don't  necessarily 
solve  the  problem  of  health  care  costs,  and  this  study,  in  fact,  was 
a  gauge  of  total  employers'  costs  for  health  care. 

Mr.  Stark.  The  gentleman  is  quite  true.  Just  today  Maryland 
announced  they  are  going  to  squeeze  the  rest  of  the  sector,  so  they 
are  going  to  try  to  get  it  all  now. 

Mr.  McCrery.  These  other  States  aren't  squeezing  anything,  and 
it  is  the  private  sector  at  work.  They  have  got  their  rate  of  increase 
down  to  10.1  percent,  so  I  am  glad  the  administration  is  looking 
at  a  private  sector  approach.  Maybe,  just  maybe  the  private  sector 
can  solve  this  problem  with  some  help  from  us. 

Chairman  ROSTENKOWSKI.  Mr.  Rangel  will  inquire. 

Mr.  Rangel.  Thank  you,  Mr.  Chairman.  Welcome.  We  really  feel 
good  having  you  here.  I  wish  that  we  could  just  freeze  these  reim- 
bursement rates  and  get  on  with  a  comprehensive  plan  because  I 
just  hate  to  run  the  gauntlet  of  my  New  York  hospitals  twice,  espe- 
cially in  the  same  year,  but  do  you  have  any  idea  as  to  what  the 
Federal  health  care  costs  are  as  it  relates  to  drug  and  alcohol 
abuse? 

Secretary  Shalala.  You  mean  what  we  spend  on  drug  and  alco- 
hol abuse? 

Mr.  Rangel.  The  illnesses  related.  I  am  told  in  my  local  hospital 
that  every  child  bom  addicted  to  drugs  and  to  crack  costs  $5,000 
a  day.  I  am  informed  that  my  hospital  rates  are  $600  a  day.  I  am 
informed  that  a  homeless  person  addicted  that  contracts  tuber- 
culosis can  cost  $10,000  a  day  because  of  all  the  special  equipment 
that  is  necessary  to  contain  those  patients.  It  is  my  understanding 
that  the  most  expensive  health  care  that  you  can  get  in  the  entire 
world  is  in  my  emergency  rooms  where  people  come  in  for  the  first 
time,  many  of  them,  seeing  a  physician  and  we  have  the  gunshot 
wounds,  we  have  diabetes,  strokes,  and  all  of  that  related,  and  it 
just  seems  to  me  that  everyone  you  talk  with  in  the  health  field 
says  that  that  is  where  the  hemorrhage  is.  That  is  where  we  are 
losing  money,  that  over  half  of  the  money  is  spent  on  5  percent  of 
the  population,  and  yet  I  never  see  a  proposal  where  people  are 
saying  we  are  going  to  go  directly  to  where  that  problem  is  and 
stop  this  hemorrhage. 

The  last  administration  said  that  it  was  costing  us  $300  billion 
a  year  because  of  drugs  and  crime.  The  criminal  justice  system  lost 
productivity,  lost  revenue,  just  dealing  with  the  problems  that  we 
have  with  drugs,  and  they  never  pulled  out  the  health  part  for  me. 
The  last  administration  I  challenged  they  never  really  had  a  drug 
treatment  rehabilitation  program,  I  never  heard  the  former  Sec- 
retary talk  about  it,  and  I  will  be  challenging  this  administration, 
to  be  talking  more  about  how  much  money  we  are  giving  to  the 
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States  to  deal  with  drug  treatment,  but  what  are  we  doing?  Are  we 
holding  them  accountable?  Is  it  working? 

We  need  some  dollars  because  if  we  are  going  to  reduce  the  defi- 
cit, we  have  to  get  a  handle  on  health,  and  just  expanding  the  pro- 
gram doesn't  really  help  if  all  you  are  doing  is  taking  care  of  acute 
care  patients. 

Secretary  Shalala.  Congressman,  as  you  know,  we  have,  in  this 
proposal,  added  money  for  drug  treatment,  and  for  prevention.  In 
a  number  of  these  areas,  we  have  asked  for  an  increase  to  expand 
substance  abuse  treatment  programs. 

Mr.  Rangel.  Madam  Secretary,  in  the  last  administration  they 
could  not  tell  me  one  standard  of  accountability  with  any  of  the 
State  programs  that  we  had.  There  was  no  Federal  standard  as  to 
what  drug  treatment  is  and  believe  me,  I  have  been  guilty  in  de- 
manding more  money,  and  I  know  that  many  of  the  programs 
merely  reduce  the  addicts'  problem,  but  they  leave  as  addicts  or 
they  leave  drug  free  and  they  come  back  as  addicts,  and  what  do 
we  say?  We  put  in  $12  billion,  or  that's  what  we  used  to  say,  and 
we  are  asking  for  another  billion  next  year.  So  what  I  am  saying 
is,  I  know  it  is  just  not  treatment,  it  has  to  be  a  comprehensive 
way  that  we  look  at  this,  but  the  President  has  yet  to  decide  who 
the  drug  coordinator  is  going  to  be,  and  in  the  last  12  years  we 
have  not  had  anyone  from  your  Department  indicate  what  our  pol- 
icy is. 

What  are  we  going  to  fund?  What  are  we  not  going  to  fund  or 
do  we  just  send  the  money  out  to  the  States  and  say  this  is  what 
we  are  waging  a  battle  against. 

Secretary  Shalala.  Congressman,  I  agree  with  you.  As  you 
know,  I  think  we  have  been  both  fragmented  and  unfocused  in  the 
Department  in  relationship  to  drug  treatment.  In  fact,  we  are, 
frankly,  all  over  the  place,  in  both  the  establishment  of  standards 
as  well  as  goals,  in  what  we  are  tr3dng  to  accomplish,  and  what  the 
impact  is.  Obviously  the  cost  is  incalculable  in  terms  of  young  lives 
that  we  could  tell  you  treatment  costs. 

Mr.  Rangel.  No,  no,  you  can  calculate  it.  If  every  executive  di- 
rector, after  they  have  diagnosed  a  patient  and  determined  what 
the  reimbursement  has  to  be  could  just  check  off,  is  it  drug  related, 
I  think  we  could  really  get  a  handle  on  many  diseases.  I  mean  just 
with  emphysema,  you  say  that  is  smoking,  lung  cancer.  You  say  it 
is  smoking.  They  can  determine  a  baby  bom  with  crack,  hey,  that 
is  drug  related. 

Secretary  Shalala.  I  think  your  point  is  well  taken,  Congress- 
man. 

Mr.  Rangel.  Could  we  get  some  data  on  that? 

Secretary  Shalala.  Yes,  sir. 

Mr.  Rangel.  Thank  you  so  much. 

[The  following  was  subsequently  received:] 

Annual  Costs  Related  to  Drug  Abuse 

A  major  study  of  the  economic  costs  to  the  Nation  from  alcohol  and  drug  abuse 
and  mental  illness  was  released  in  1990  (Dorothy  Rice,  et  al).  The  study  estimates 
the  total  cost  related  to  drug  abuse  at  $58.3  billion  per  year.  This  estimate  includes 
crime,  health,  and  social  welfare  costs,  law  enforcement  expenses,  unemployment, 
and  decreased  productivity  on  the  job.  With  regard  to  health-related  costs,  it  is  esti- 
mated that  28  percent  of  this  amount  is  for  treatment  and  other  health  costs. 
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It  should  be  noted,  however,  that  this  estimate  does  not  represent  the  fall  eco- 
nomic impact  of  the  drug  abuse  problem  today.  The  base  year  of  1985 — the  most 
recent  year  for  which  reliable  data  sources  are  available — was  used  by  the  study  to 
estimate  the  costs  of  treatment,  reduced  productivity,  mortality,  criminal  justice  ex- 
penditures, and  other  related  costs  in  eacn  problem  area.  These  estimates  were  then 
projected  to  1988  using  inflation  indexes  and  other  factors. 

Thus,  this  estimate  does  not  reflect  ilUcit  drug  abuse  that  did  not  lead  to  the  use 
of  the  treatment  system,  work  absenteeism,  or  some  other  measurable  economic 
loss.  Also  not  included  are  the  financial  impact  on  society  fi-om  the  crack  epidemic 
which  hit  the  United  States  after  the  1985  base  year  or  the  costs  associated  with 
morbidity  and  mortaUty  due  to  HIV/AIDS.  One  final  cautionary  note — also  not 
taken  into  account  is  the  degree  of  underestimation  resulting  from  underreporting 
of  addictive  disorders.  Because  of  stigmatization  or  negative  impact  on  insurance  re- 
imbursement, addictive  disorders  have  been  consistently  underreported.  We  do  not 
know  the  magnitude  of  the  underestimate  but  believe  it  to  be  substantial. 

Chairman  ROSTENKOWSKI.  Mr.  Kopetski  will  inquire. 

Mr.  Kopetski.  Thank  you,  Mr.  Chairman.  Welcome  to  the  com- 
mittee. I  have  a  couple  of  different  areas  that  I  would  like  to  ques- 
tion you  about.  The  first  one  has  to  do  with  philosophy.  There  has 
been  a  lot  of  talk  today  about  different  kinds  of  care  for  different 
ages  from  children  to  the  elderly  and  long-term  care,  but  what  has 
been  omitted,  which  is  usually  omitted,  is  a  commitment  to  mental 
health  care  in  this  Nation,  and  my  question  for  you  is,  is  the  Clin- 
ton administration's  philosophy  as  to  whether  they  will  treat  men- 
tal illnesses  at  the  same  level  and  with  parity  with  physical  ill- 
nesses in  any  kind  of  a  national  health  care  package? 

Secretary  Shalala.  Yes. 

Mr.  Kopetski.  Wonderful.  The  second  question  has  to  do  with  a 
more  specific  item  that,  again,  has  been  pioneered  by  the  State  of 
Maryland,  and  that  has  to  do  with  electronic  benefit  transfers  of 
different  kinds  of  social  welfare  pa5nTients  so  that  I  don't  know  if 
you  are  familiar  with  these  kinds  of  1990s  type  programs  where  re- 
cipients will  be  issued  essentially  a  credit  card  and  then  their  val- 
ues will  be  deducted  as  they  use  them.  This  cuts  down  on  sales  of 
coupons  for  drug  purposes.  It  is  a  very  efficient  way  of  using  to- 
day's technologies. 

We  are  trying  to  implement  that  in  Oregon  as  a  pilot  program, 
and  I  guess  the  first  question  is  when  we  see  it  work  in  one  State, 
why  don't  we  just  send  these  ideas  to  the  rest  of  the  country?  What 
is  stopping  us?  So  many  States  do  do  creative  things  and  do  get 
waivers.  When  we  see  they  work,  why  don't  we  go  with  them  na- 
tionally? 

Secretary  Shalala.  I  have  no  excuse  for  that.  Congressman. 

Mr.  Kopetski.  So  at  least  for  Oregon  we  can  expect  some  help 
in  terms  of  getting  our  State  on  line  from  your  office? 

Secretary  Shalala.  Yes,  and  I  have  actually  been  in  regular  con- 
versations with  your  Governor. 

Mr.  Kopetski.  You  are  talking  about  a  different  one.  I  have  some 
problems  with  our  waiver  program  on  the  medicaid  program. 

Secretary  Shalala.  Your  point  is  well  taken  that  if  something 
works  in  one  part  of  the  country,  we  obviously  ought  to  either  in- 
corporate it  as  part  of  national  policy  if  we  think  that  that  is  what 
ought  to  be  done,  because  the  States  are,  in  fact,  those  innovative 
centers  that  have  taught  us  a  lot  about  social  policies  and  health 
policies  over  the  years.  Those  ideas  ought  to  be  incorporated,  trans- 
ferred, and  tried  out  in  numerous  States.  If  we  try  it  in  one  and 
we  want  to  mount  a  national  demonstration  program,  and  that  con- 
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cept  and  the  change  in  culture  about  continuous  improvement  in 
terms  of  social  policy  and  ideas  for  improving  programs,  is  precisely 
what  we  ought  to  do  if  we  are  really  going  to  improve  the  credibil- 
ity of  government  and  the  delivery  systems. 

Mr.  KOPETSKI.  As  a  final  area  perhaps,  then,  I  would  like  to  hear 
your  thoughts  on  what  is  going  to  happen.  Well,  let  me  just  kind 
of  finish  up  on  the  danger  of  the  waivers  programs.  As  we  have 
seen  in  one  Western  State  where  they  wanted  waivers  for  really 
punitive  reasons  to  deny  people  benefits  as  opposed  to  granting  a 
waiver  to  break  down  some  walls  so  that  you  can  use  dollars  from 
different  pots  of  money  to  help  people,  the  reasoning  is  very  impor- 
tant on  this,  but  as  more  and  more  States,  whether  it  is  my  State 
or  California  or  other  States,  are  faced  with  their  own  budget  cri- 
ses, and  as  we  work  through  a  welfare  reform  program,  we  have 
a  State  like  Oregon  that  is  really  one  of  the  leaders  in  the  country, 
and  we  modeled  our  program,  interestingly,  off  of  California. 

Well,  because  of  the  California  budget  crisis  they  really  weren't 
able  to  implement  their  program  as  well  as  we  have  done.  What 
are  we  going  to  do  if  we  design  these  great  programs  in  terms  of 
the  Federal  component  and  yet  the  States  don't  have  the  matching 
dollars? 

Secretary  Shalala.  Well,  and  that,  of  course,  happened  in  the 
Family  Preservation  Act  on  the  Jobs  Program  in  particular.  I  think 
that  one  of  the  reasons  why  this  country  has  to  face  up  both  in 
health  care  reform  as  well  as  in  welfare  reform  to  doing  some  sys- 
temic changes  is  because  the  alternative  is  sort  of  government  by 
waiver;  that  the  States  desperate  both  to  get  some  successes,  I 
would  argue,  as  well  as  to  control  costs  have  tried  all  sorts  of 
schemes.  All  of  that  suggests  to  me  that  if  we  really  are  going  to 
have  a  national  government  and  a  federated  system  that  we  need 
more  systemic  changes,  because  when  States  get  out  in  front  like 
that,  it  suggests  that  we  need  to  look  nationally,  and  that  is  why 
we  are  doing  health  care  reform  and  welfare  reform  and  why  we 
must  do  it  in  this  generation. 

Mr.  KOPETSKI.  Great.  Thank  you  very  much.  Thank  you,  Mr. 
Chairman. 

Chairman  ROSTENKOWSKI.  Mr.  Grandy. 

Mr.  Grandy.  Thank  you,  Mr.  Chairman.  Madam  Secretary,  wel- 
come. I  am  a  member  of  two  subcommittees  on  the  Ways  and 
Means  Committee.  First  the  Human  Resources  Subcommittee, 
which  will  have  jurisdiction  over  the  welfare  reform  package.  I  am 
encouraged  to  hear  your  support  of  our  ideas.  I  also  serve  on  the 
Health  Subcommittee,  and  I  was  intrigued  to  see  that  one  of  the 
first  things  that  this  administration  proposes  to  do  under  the  aus- 
pices of  the  stimulus  package  is  to  provide  300  million  extra  dollars 
for  immunization.  But  let  me  explore  with  you  some  of  the  details 
of  that  because  I  am  also  a  little  concerned. 

I  hope  that  what  we  are  talking  about  here,  as  relates  to  immu- 
nizations, is  not  a  program  that  stops  only  at  universal  purchase. 
Let  me  just  quote  something  from  my  own  local  press,  the  Des 
Moines  Register,  that  commented  on  this  when  the  President  first 
made  his  initiative  known  to  the  public.  They  say  the  claims  that 
the  plan  will  lead  to  almost  universal  immunization  because  the 
cost  of  vaccines  no  longer  would  be  a  prohibitive  factor  may  be  too 
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optimistic.  Issues  such  as  educating  families  about  the  need  for 
shots  on  schedule  and  the  problems  with  accessibility  to  places 
where  they  can  be  obtained  would  remain. 

I  would  also  go  on  to  cite  that  the  Health  and  Human  Services 
National  Vaccine  Advisory  Committee  points  out  that  one  of  the 
four  barriers  that  prevent  immunizations  from  being  delivered,  one 
of  the  principal  ones  is  poor  public  awareness  and  lack  of  public  re- 
quest for  the  immunizations. 

Indeed,  there  is  a  study  from  the  Centers  for  Disease  Control 
that  took  place  in  four  major  inner  cities  that  basically  said  that 
86  percent  of  the  kids  that  were  found  to  be  taken  with  measles, 
86  percent  of  those  kids  that  were  un vaccinated  were  on  AFDC,  so 
there  appears  to  be  some  kind  of  parallel  between  welfare  and  the 
lack  of  immunization. 

My  question  to  you  is  this:  Under  your  HHS  factsheet  you  do 
itemize  what  you  want  the  $300  million  to  go  for.  In  addition  to 
providing  the  vaccines  themselves,  you  want  certain  personal  ex- 
penses, vaccine  safety  and  research,  the  development  of  a  national 
tracking  system  and  a  community-based  outreach  and  information 
campaign. 

Does  that  mean,  Madam  Secretary,  that  we  are  going  to  under- 
take some  kind  of  a  program  to  condition  parental  responsibility? 
The  physicians  that  I  have  talked  with  and  the  care  givers  who  are 
in  the  position  right  now  to  deliver  these  vaccines,  are  saying  the 
major  problem  is  getting  the  people  to  bring  the  kids  in  for  the 
shots.  I  would  just  like  to  hear  your  views  on  parental  responsibil- 
ity as  we  attempt  to  implement  the  stimulus  regarding  immuniza- 
tions. 

Secretary  Shalala.  Congressman,  the  answer  to  all  those  things 
is  just  about,  yes.  I  mean,  we  accept  the  recommendations  of  our 
own  panels  and  of  that  editorial  that  the  fundamental  reason  that 
we  do  not  have  widespread  immunizations  in  this  country  is  that 
we  do  not  have  a  delivery  system  that  does  that  and  because  there 
has  not  been  parental  responsibility.  The  $300  million  is,  in  fact, 
to  put  in  place  the  outreach  programs  and  the  longer  hours,  to  beef 
up  the  clinics,  to  help  in  some  cases  private  physicians  get  the  in- 
formation to  their  parents,  to  have  a  tracking  system  so  that  we 
follow  through  from  the  time  a  child  is  bom,  and  to  follow  up  in 
terms  of  the  additional  booster  shots  that  a  preschool  child  needs. 
In  fact,  we  need  to  get  this  system  in  place,  and  in  many  ways  re- 
build it  because  we  once  had  a  system  that  was  better  than  the 
current  one  with  this  $300  million.  We  understand  the  fundamen- 
tal criticism  of  not  having  that  system  in  place,  and  that  is  what 
these  recommendations  respond  to. 

Mr.  Grandy.  Grood,  I  am  glad  to  hear  you  say  that.  It  seems  to 
me  that  some  thought  might  be  given  to  perhaps  conditioning 
AFDC  benefits  on  getting  children  immunized  and  perhaps  think- 
ing of  that  as  part  of  a  welfare-to-work  proposition  as  well.  I  don't 
know  how  you  feel  about  that,  but  I  would  be  interested  in  hearing 
whether  or  not  we  should  try  to  attempt  to  condition  parental  ac- 
countability on  something  like  this  through  our  efforts  on  welfare 
reform.  Do  you  think  that  is  a  workable  idea? 

Secretary  Shalala.  Congressman,  I  believe,  that  positive  incen- 
tives do,  in  fact,  work,  and,  over  the  last  couple  of  years  the  CDC 
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has  funded  a  grant  working  with  the  Department  of  Agriculture 
tying  the  WIC  program  into  immunization,  offering  parents  an  ad- 
ditional month  of  WIC  funding  if  they  got  their  child  immunized, 
and,  in  fact,  that  program  has  been  very  successful.  That  suggests 
that  once  you  get  the  clinics,  the  hours,  and  that  you  make  it  clear 
about  parental  responsibility  that  all  of  these  things  together  and 
perhaps  tied  to  positive  incentives  through  other  Federal  programs, 
including  an  outreach  program  to  child  care  centers,  that  all  of 
these  things  in  combination  will  have  an  impact  on  increasing  the 
immunization  rates  of  preschool  children. 

What  I  would  not  do  is  tie  it  to  any  one  thing  but  to  put  the  en- 
tire infrastructure  in  place  because  that  is  what  the  panels,  the  pri- 
mary care  physicians,  the  pediatricians,  and  the  editorial  writers 
have  essentially  said  to  us. 

Mr.  Grandy.  Can  we  move  ahead  with  that  as  policy  or  do  we 
need  some  kind  of  multicity  demonstration  project  to  see  if  we  need 
to  tie  these  benefits  together  and  condition  them  either  positively 
or  negatively? 

Secretary  Shalala.  I  think  we  have  had  some  experience  on  it. 
I  think  that  as  we  do  the  details  of  this  immunization  effort  and 
indicate  who  is  going  to  lead  it  for  the  Department  and  how  are 
these  pieces  going  to  be  put  together,  and  as  you  see  our  bill  come 
up  here  and  I  come  back  and  testify  at  considerable  length  specifi- 
cally on  this,  I  think  you  will  be  very  satisfied  that  we  both  re- 
sponded to  what  thoughtful  people  have  said  to  us,  as  well  as  un- 
derstand the  interrelationship  between  parental  responsibility  and 
making  sure  that  access  to  health  care  providers  is  also  there. 

Mr.  Grandy.  Well,  I  am  glad  to  hear  you  say  that  because  I  am 
sure  we  agree  that  the  purpose  of  this  program  is  universal  access 
and  not  universal  purchase.  Thank  you,  Mr.  Chairman. 

Chairman  ROSTENKOWSKI.  I  think  we  wore  them  all  out.  Madam 
Secretary.  You  know,  I  would  just  like  to  close  with  this:  This  is 
going  to  be  an  unusual  situation  for  all  of  us.  I  have  been  Chair- 
man now  for  I  guess  I  am  in  my  13th  year.  Never  under  a  Demo- 
cratic administration.  It  has  been  our  fashion  here  to  listen  to  the 
administration  make  their  suggestions  and  then  for  us  to  try  to 
modify  them  or — and  I  must  say  with  Dr.  Bowen  I  think  that  we 
accomplished  a  great  deal  as  the  Secretary  under  Ronald  Reagan, 
but  here  again  is  a  situation  where  we  are  going  to  get  a  budget 
resolution,  and  I  think  the  independence  of  this  committee  is  well 
known.  We  don't  mind  having  the  Budget  Committee  tell  us  what 
to  do  as  far  as  a  plug  number,  but  to  get  specific,  I  think  that  that 
is  our  job,  and  we  will  look  for  where  money  should  be  raised  or 
how  we  can  pattern  a  program.  And  why  I  say  this  is  an  unusual 
situation  is  because  we  are  going  to  be  looking  to  you.  We  are  going 
to,  as  far  as,  I  think,  members  on  our  side  of  the  aisle,  and  I  am 
sure  there  will  be  some  in  the  Minority  that  will  want  to  fashion 
something,  and  we  will  be  looking  for  the  administration's  sugges- 
tion. So  we  will  depend  a  great  deal  on  what  you  are  saying. 

I  just  want  to  caution  you  to  be  accurate  because  we  have  been 
around  trying  to  write  health  legislation  for  a  long  period  of  time, 
and  I  think  that  we  have  got  some  very  talented  staff.  I  think  the 
membership  here  is  quite  alert,  and  I  think  that  if  in  the  end  we 
can  stamp  something  out  that  can  pass  the  House  of  Representa- 
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tives,  it  will  be  an  accomplishment  of  my  legislative  career  because 
this  is  probably,  as  I  told  the  President  and  the  First  Lady,  this 
is  probably  going  to  be  one  of  the  most  tedious,  sensitive  jobs  that 
has  ever  been  fashioned,  so  Madam  Secretary,  good  luck  to  you.  I 
hope  that  you  will  find  us  as  pleasant  and  cooperative  in  the  end 
as  you  found  us  in  the  beginning. 

Secretary  Shalala.  Thank  you  very  much. 

Chairman  Rostenkowski.  Thank  you  very  much  for  joining  us. 

Secretary  Shalala.  Thank  you  very  much. 

Chairman  ROSTENKOWSKI.  The  committee  stands  adjourned. 

[Whereupon,  at  4:30  p.m.,  the  committee  was  adjourned,  to  re- 
convene at  10  a.m.,  Tuesday,  March  16,  1993.] 


PRESroENT  CLINTON'S  PROPOSALS  FOR  PUB- 
LIC INVESTMENT  AND  DEFICIT  REDUCTION 


TUESDAY,  MARCH  16,  1993 

House  of  Representatives, 
Committee  on  Ways  and  Means, 

Washington,  DC. 

The  committee  met,  pursuant  to  call,  at  10  a.m.,  in  room  1100, 
Longworth  House  Office  Building,  Hon.  Dan  Rostenkowski  (chair- 
man of  the  committee)  presiding. 

Chairman  Rostenkowski.  The  committee  will  come  to  order. 
This  week  we  resumed  our  series  of  hearings  on  the  Clinton  admin- 
istration's economic  and  deficit  reduction  plan.  Last  week  four  of 
the  President's  key  Cabinet  members  on  economic  issues  laid  out 
for  us  the  details  of  the  three-part  package,  economic  stimulus, 
public  and  private  investment  and  deficit  reduction. 

Today  we  continue  our  examination  of  the  President's  plan.  We 
will  first  hear  an  assessment  of  the  plan's  budget  effects  from  Dr. 
Robert  D.  Reischauer,  Director  of  the  Congressional  Budget  Office. 
Then  the  committee  will  begin  receiving  testimony  from  interested 
members  of  the  public. 

The  CBO,  as  it  does  every  year,  reestimated  the  President's  plan 
based  on  information  provided  by  the  administration.  These 
reestimates  have  gotten  considerable  attention  since  they  were  re- 
leased and  much  has  been  made  of  the  fact  that  CBO's  estimates 
show  somewhat  smaller  deficit  reduction  than  the  administration's 
own  estimates.  In  fact,  the  revisions  that  CBO  has  made  to  the  ad- 
ministration's deficit  estimates  are  smaller  than  the  revisions  they 
had  to  make  to  most  of  the  Reagan/Bush  deficits. 

The  CBO  has  provided  objective,  reliable  economic  budget  infor- 
mation to  this  committee  and  to  the  whole  of  Congress  for  almost 
two  decades.  We  appreciate  CBO's  sound  analysis  and  we  are  eager 
to  hear  Dr.  Reischauer's  testimony. 

We  are  also  privileged  to  have  many  public  witnesses  who  have 
requested  to  testify.  I  believe  it  is  very  important  that  we  hear  the 
American  people's  view.  The  taxpayers  of  this  Nation  voted  for 
change  last  November.  Their  collective  voice  has  been  heard.  The 
Clinton  administration's  plan  answers  the  public's  call  for  economic 
stimulus  and  job  promotion  for  long-run  economic  prosperity  and 
for  deficit  reduction. 

The  plan  has  strong  support  and,  no  doubt,  has  some  detractors 
too.  Each  should  have  an  opportunity  to  be  heard.  We  are  happy 
to  hear  from  the  many  witnesses  who  are  taking  time  to  be  with 
us  today.  We  will  begin,  as  I  have  stated,  with  Dr.  Reischauer.  Mr. 
Archer,  would  you  like  to  make  an  opening  statement? 
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Mr.  Archer.  Mr.  Chairman,  I  just  want  to  welcome  Bob  to  the 
committee  again  and  compliment  him  on  the  great  work  that  he 
does. 

Chairman  ROSTENKOWSKI.  Again,  welcome,  Bob.  We  are  happy  to 
have  you  before  the  committee  again.  This  is  no  first  opportunity 
for  you.  You  have  been  here  many,  many  times,  as  much  as  many 
of  us  have  been  here.  So,  Bob,  you  may  proceed. 

STATEMENT  OF  ROBERT  D.  REISCHAUER,  PH.D.,  DIRECTOR, 
CONGRESSIONAL  BUDGET  OFFICE 

Mr.  Reischauer.  Mr.  Chairman  and  members  of  the  committee, 
I  appreciate  the  opportunity  to  discuss  the  President's  economic 
and  budget  program  with  you  this  morning.  With  your  permission, 
I  will  submit  my  prepared  statement  for  the  record,  and  I  will  use 
the  next  few  minutes  to  summarize  CBO's  preliminary  reestimates 
of  the  President's  program  and  CBO's  appraisal  of  its  likely  impact 
on  the  economy  and  on  the  distribution  of  tax  burdens. 

The  Congressional  Budget  Office  estimates  that  the  administra- 
tion's plan  will  provide  a  total  of  $355  billion  in  deficit  reduction 
from  the  CBO  baseline  over  the  1993  to  1998  period.  This  is  a  net 
figure  that  represents  $652  billion  in  gross  reductions  achieved 
through  tax  increases  and  spending  cuts,  partly  offset  by  $297  bil- 
lion in  spending  increases  and  tax  cuts.  This  package  is  roughly 
three-quarters  of  the  size  of  the  $482  billion  agreement  to  reduce 
the  deficit  that  was  reached  in  1990. 

Under  the  administration's  proposals,  the  1997  deficit,  by  our  es- 
timates, will  be  $205  billion,  or  $117  billion  below  the  $322  billion 
deficit  that  would  result  if  current  policies  continued  unchanged. 
The  administration's  proposals  would  slow  but  not  halt  the  growth 
of  Federal  debt  relative  to  the  size  of  the  economy. 

Under  the  administration's  plan,  debt  held  by  the  public  will  rise 
from  the  51  percent  of  GDP  that  it  reached  at  the  end  of  1992  to 
58  percent  of  GDP  in  1998.  That  is  about  4  percentage  points  below 
the  level  that  it  would  reach  if  policies  were  to  continue  unchanged 
through  the  next  five  years. 

CBO's  estimates  of  the  net  deficit  reduction  that  would  result 
from  the  President's  proposals  over  the  1993  to  1998  period  are 
some  $61.4  billion  below  those  of  the  administration.  The  dif- 
ferences are  concentrated  in  five  areas.  Let  me  go  through  them 
quickly. 

First,  the  Joint  Committee  on  Taxation's  estimates  of  the  admin- 
istration's revenue  proposals  are  about  $28  billion  lower  than  those 
of  the  administration,  with  most  of  the  shortfall  occurring  in  the 
estimates  for  the  increased  tax  rates  for  high  income  individuals 
and  in  the  compliance  and  enforcement  measures  that  the  adminis- 
tration is  proposing. 

Second,  CBO  has  not  included  in  its  estimates  any  savings  from 
the  change  in  debt  management  policies  because  the  administra- 
tion has  not  detailed  the  specific  policy  changes  that  it  intends  to 
make.  However,  I  want  to  point  out  that  it  is  possible  to  achieve 
the  $17  billion  that  the  administration  has  put  in  its  plan  through 
measures  such  as  those  that  were  adopted  by  the  Senate  Budget 
Committee  when  it  put  together  its  budget  resolution. 
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The  proposed  reductions  in  Medicare  provider  reimbursements 
represent  a  third  area  of  difference  between  CBO  and  the  adminis- 
tration. This  $5  million  difference  is  largely  accounted  for  by  the 
administration's  inadvertent  use  of  different  economic  assumptions 
in  estimating  the  effects  of  these  proposals. 

A  fourth  reason  why  CBO's  estimates  of  the  savings  from  the  ad- 
ministration's package  are  lower  than  those  of  the  administration 
is  that  the  administration  neglected  to  take  account  of  the  lower 
contributions  to  the  Federal  employee  retirement  programs  that 
would  result  from  the  proposed  cuts  in  civilian  and  military  pay  in 
the  Defense  Department. 

Finally,  because  CBO's  estimates  of  the  savings  generated  by  the 
administration's  proposals  are  lower  than  those  reported  by  OMB, 
CBO's  estimate  of  the  resulting  reduction  in  the  cost  of  servicing 
the  Federal  debt  is  also  lower  by  about  $5  million  over  the  6-year 
period. 

Let  me  say  a  few  words  about  the  structure  and  composition  of 
this  deficit  reduction  package.  Three-quarters  of  the  $355  billion  in 
cumulative  deficit  reduction  contained  in  the  administration's  pro- 
gram would  stem  from  increases  in  revenues  and  one-quarter  from 
cuts  in  outlays. 

On  the  spending  side,  the  administration  would  increase  domes- 
tic discretionary  spending  but  reduce  defense  spending  and  manda- 
tory spending.  The  spending  increases  would  exceed  the  cuts 
through  1995,  but  the  spending  reductions  would  dominate  in  the 
years  after  1995.  In  CBO's  estimation,  the  administration's  budget 
exceeds  the  current  limits  on  discretionary  outlays  for  1994  to  1995 
even  if  one  counts  the  stimulus  package  as  an  emergency  and 
therefore  does  not  tally  it  against  the  caps  that  are  set  forth  in  the 
Budget  Enforcement  Act. 

Within  the  discretionary  spending  category,  defense  budget  au- 
thority under  the  President's  plan  would  be  reduced  in  real  terms 
by  about  21  percent  between  1993  and  1997,  but  domestic  budget 
authority  would  grow  by  about  7  percent  in  real  terms  over  this  pe- 
riod. 

Now,  let  me  say  a  few  words  about  the  impact  that  the  adminis- 
tration's budgetary  proposals  are  likely  to  have  on  the  economy. 
The  task  of  evaluating  the  economic  impact  of  the  President's  pro- 
posals is  complicated  by  the  recent  sharp  drop  that  has  occurred 
in  long-term  interest  rates.  The  fall  in  interest  rates  was  probably 
precipitated  at  least  in  part  by  the  administration's  proposals  and 
by  the  apparent  determination  of  the  Congress  to  add  to  this  deficit 
reduction  effort. 

But  rates  fell  much  sooner  than  most  economists  would  have  ex- 
pected, so  it  is  probable  that  other  factors  have  played  a  role  in  the 
reduction  in  long-term  interest  rates.  Nevertheless,  if  rates  remain 
at  their  current  levels,  economic  activity  will  be  given  a  significant 
boost  this  year  and  next  year.  In  fact,  the  drop  in  interest  rates 
should  more  than  offset  the  short-run  contractionary  effects  of  the 
administration's  budget  proposals,  leaving  real  GDP  at  levels  little 
different  from  those  in  the  CBO  baseline  forecast,  rather  than 
lower  those  levels,  as  one  might  have  expected  from  a  policy  of  fis- 
cal contraction. 
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In  the  late  1990s,  the  payoff  from  deficit  reduction  should  begin 
to  materialize.  It  will  materialize  in  the  form  of  a  slight  increase 
in  the  economy's  potential — the  rate  of  growth  of  potential  output. 
By  slight,  I  mean  something  around  one-tenth  of  a  percentage 
point,  maybe  as  much  as  two-tenths  of  a  percentage  point,  but  real- 
ly quite  modest. 

Any  dividend  from  the  administration's  investment  proposals 
would  probably  be  quite  small  and  would  not  appear  before  the 
turn  of  the  century.  Inflation  under  the  administration's  plan  is 
likely  to  be  one-tenth  or  two-tenths  of  a  percentage  point  higher 
during  the  3  years  in  which  the  energy  tax  is  phased  in,  but  once 
this  tax  has  been  phased  in,  inflation  should  return  to  its  baseline 
rate. 

With  respect  to  tax  burdens,  the  administration's  proposals 
would  raise  total  average  effective  tax  rates  by  7  percent  for  fami- 
lies in  the  top  quintile  and  3  percent  for  families  in  the  third  and 
fourth  quintiles,  while  reducing  the  average  effective  tax  rate  by  4 
percent  for  families  in  the  bottom  quintile.  Families  in  the  top  1 
percent  would  bear  more  than  55  percent  of  the  burden  of  the  new 
taxes.  The  proposal  would  raise  the  effective  tax  rate  for  these  fam- 
ilies by  almost  20  percent,  from  about  28  percent  under  current  law 
to  about  33  percent  under  the  proposal. 

Let  me  conclude  by  noting  that  the  administration's  proposals 
would  make  a  substantial  contribution  to  reducing  the  deficit  and 
should  be  applauded  for  that  reason,  but  they  are  not  sufficient  to 
solve  our  long-run  budget  problem.  If  the  goal  were  to  balance  the 
budget  by  the  year  2003,  10  years  from  now,  by  enacting  another 
deficit  reduction  plan  in  1996,  that  plan  would  have  to  be  about 
twice  as  large  as  the  one  that  the  Clinton  administration  has  pro- 
posed. 

While  some  people  hope  that  health  care  reform  can  further  tame 
the  deficit  monster  and  get  this  problem  under  control,  CBO  is 
skeptical  that  reforming  the  health  care  system  can  curb  govern- 
ment health  care  spending  substantially  in  this  century.  Modifica- 
tions in  the  President's  plan,  like  those  made  by  the  budget  com- 
mittees last  week,  offer  a  more  promising  path  to  lower  deficits  in 
the  near  term. 

That  completes  my  summary  statement.  I  will  be  happy  to  an- 
swer any  questions  that  Members  of  the  committee  might  have. 

Chairman  ROSTENKOWSKI.  Thank  you  very  much.  Doctor. 

[The  prepared  statement  and  attachments  follow:] 
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TESTIMONY  BY  ROBERT  D.  REISCHAUER 

Director 

Congressional  Budget  Office 

Mr.  Chairman  and  Members  of  the  Committee,  thank  you  for  this  opportunity  to 
participate  in  your  hearings  on  President  Clinton's  economic  and  budget  program. 
My  testimony  will  assess  the  Administration's  budget  estimates,  review  the 
Administration's  budget  proposals,  and  consider  their  likely  effects  on  the  shape 
of  the  economy  and  on  the  distribution  of  the  tax  burden. 

The  Clinton  Administration  has  proposed  an  ambitious  program  to 
encourage  economic  growth  by  cutting  the  budget  deficit  and  increasing 
government  spending  that  could  have  long-term  payoffs.  The  Congressional 
Budget  Office  (CEO)  estimates  that  the  Administration's  proposals  would  reduce 
the  deficit  from  $308  billion  in  1993  to  $205  billion  in  1997.  In  contrast,  with  no 
change  in  budgetary  policies,  the  deficit  would  swell  to  $322  billion  in  1997. 

CBO's  analysis  is  based  on  the  proposals  and  estimates  described  in  the 
Administration's  document  A  Vision  of  Change  for  America,  which  was  released 
on  February  17.  In  early  April,  the  President  will  present  a  formal  budget 
containing  detailed  and  revised  budget  proposals  as  well  as  updated  budget 
estimates.  Because  the  April  budget  is  likely  to  modify  or  clarify  some  of  the 
Administration's  proposals,  CBO's  current  analysis  must  be  viewed  as  prelimi- 
nary. 


CBO  BUDGET  PROJECTIONS 

CBO  estimates  that  under  current  budgetary  policies  the  federal  deficit  will  total 
$301.6  billion  in  1993,  $286.7  billion  in  1994,  and  $359.7  billion  in  1998  (see 
Table  1).  These  baseline  projections  assume  that  discretionary  spending  is  held 
to  the  limits  established  by  the  Budget  Enforcement  Act  (BEA)  in  1994  and  1995 
and  grows  at  the  same  pace  as  inflation  after  1995.  CBO's  current  baseline 
budget  projections  incorporate  minor  revisions  of  those  that  CBO  released  in 
January  in  The  Economic  and  Budget  Outlook:  Fiscal  Years  1994-1998. 

In  CBO's  estimation,  the  Administration's  budgetary  proposals  would  add 
$6.8  billion  to  the  deficit  in  1993  and  would  reduce  the  deficit  every  year 
thereafter.  Compared  with  the  CBO  baseline,  the  Administration's  plan  would 
reduce  the  deficit  by  $18.6  billion  in  1994,  $27.4  billion  in  1995,  and  $131.2 
billion  in  1998. 

Although  the  Administration's  policies  would,  on  balance,  reduce  the 
deficit,  its  program  includes  many  proposed  spending  increases  and  tax  reductions. 
Most  of  these  programmatic  increases  are  labeled  as  stimulus  or  investment 
proposals  in  the  Administration's  February  17  document,  but  some  are  included 
in  the  category  of  "nondefense  discretionary  program  savings."  During  the  1993- 
1998  period,  the  Administration's  plan  provides  a  total  of  $355  billion  in  net 
deficit  reduction  from  the  CBO  baseline,  representing  $652  billion  in  gross 
reductions,  partly  offset  by  $297  billion  in  increases.  In  comparison,  the  1990 
budget  summit  agreement  provided  for  $482  billion  in  net  deficit  reduction  over 
five  years. 


Differences  Between  CBO  and  Administration  Estimates 

CBO's  estimate  of  the  deficit  is  lower  than  the  Administration's  estimate  in  1993, 
1997,  and  1998,  but  higher  in  1994,  1995,  and  1996  (see  Table  2).  These 
differences  take  into  account  differences  in  estimates  of  the  budget  baseline  and 
the  Administration's  policy  proposals.  CBO's  estimate  of  the  baseline  deficit  is 
lower  than  that  of  the  Administration  in  most  years,  but  CBO  also  projects 
somewhat  smaller  savings  from  the  Administration's  proposals.     Because  the 
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Administration's  budget  estimates  are  based  on  CBO's  economic  assumptions,  all 
of  the  differences  between  the  Administration  and  CBO  reflect  different  methods 
of  estimation. 

CBO's  baseline  estimates  differ  from  those  of  the  Administration  in  two 
key  respects.  First,  CBO  projects  higher  tax  collections  after  1994  than  the 
Administration.  Differing  interpretations  of  recent  trends  in  corporate  income  tax 
collections  explain  more  than  half  of  this  difference.  Second,  both  the  amount  and 
timing  of  spending  for  deposit  insurance  remain  in  doubt.  During  the  1993-1998 
period,  CBO  projects  higher  outlays  for  deposit  insurance  of  $6  billion.  CBO  is 
more  pessimistic  than  the  Administration  about  the  anticipated  outlays  for  savings 
and  loans  but  less  gloomy  about  the  prospects  for  the  Bank  Insurance  Fund. 

For  discretionary  spending  proposals,  CBO  has  generally  incorporated  the 
Administration's  requested  changes  in  budget  authority,  even  where  a  proposal  is 
not  clearly  specified,  but  has  independently  estimated  the  resulting  changes  in 
outlays.  For  mandatory  spending,  such  as  Medicaid  or  Medicare,  CBO  has  used 
its  own  estimates  of  the  specific  policy  changes  proposed  by  the  Administration. 
In  three  cases— reforming  Federal  Housing  Administration  insurance,  reforming 
power  marketing  administrations,  and  changing  debt-management  policies-the 
Administration  has  not  yet  outlined  a  specific  proposal,  and  CBO's  estimate 
therefore  includes  no  savings  for  these  items. 

Differences  in  estimates  of  the  Administration's  policy  proposals  are 
concentrated  in  five  areas.  First,  the  Joint  Committee  on  Taxation's  estimates  of 
the  Administration's  revenue  proposals,  which  are  shown  in  the  accompanying 
tables,  are  about  $5  billion  a  year  less  than  the  Administration's  estimates.  Lower 
estimates  of  the  amounts  generated  by  the  proposed  rate  increases  for  high-income 
individuals  and  the  compliance  and  enforcement  efforts  represent  most  of  this 
amount. 

Second,  the  Administration's  estimates  assume  savings  that  grow  to  almost 
$5  billion  in  1998  from  changes  in  debt-management  policies.  Because  the 
Administration  has  not  detailed  its  specific  changes  in  debt-management  policies, 
CBO's  estimate  does  not  include  budgetary  savings  from  this  source.  Achieving 
savings  of  the  magnitude  the  Administration  assumes  would  require  shifting  most 
or  all  borrowing  in  long-term  bonds  and  much  borrowing  in  medium-term  notes 
to  short-term  securities. 

Third,  CBO's  estimates  of  the  savings  from  the  proposed  reductions  in 
reimbursement  of  providers  in  the  Medicare  program  are  below  those  of  the 
Administration.  The  differences  vary  by  year  but  approach  $2  billion  in  1998. 
This  difference  in  estimates  is  largely  accounted  for  by  the  Administration's 
inadvertent  use  of  different  economic  assumptions  in  estimating  the  effects  of 
these  proposals. 

Fourth,  the  Administration's  estimates  omit  the  effect  of  the  proposed 
reductions  in  federal  civilian  and  military  pay  on  the  level  of  Defense  Department 
contributions  to  the  federal  employee  retirement  programs.  Because  the  agency's 
contributions  are  a  set  percentage  of  payroll,  a  reduction  in  pay  will  also  shrink 
the  amount  of  the  agency's  contributions,  which  are  recorded  in  the  budget  as 
undistributed  offsetting  receipts.  By  neglecting  to  include  this  loss  in  receipts,  the 
Administration  underestimates  the  deficit  by  amounts  growing  to  $2.0  billion  by 
1998. 

Fifth,  because  CBO's  estimate  of  the  savings  generated  by  the  Adminis- 
tration's proposals  is  lower  than  that  reported  in  A  Vision  of  Change  for  America, 
CBO's  estimate  of  the  resulting  reduction  in  the  cost  of  servicing  the  federal  debt 
is  also  lower.   By  1998,  this  difference  reaches  $2.3  billion. 
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Other  reestimates  to  outlays  are  smaller,  both  individually  and  in  total. 
CBO  estimates  that  outlays  from  the  stimulus  package  would  be  $2. 1  billion  lower 
in  1993  than  the  Administration  assumes  but  higher  by  an  equal  amount  over  the 
1994-1998  period.  CBO  attaches  higher  savings  to  the  Administration's  proposals 
to  replace  guaranteed  student  loans  with  direct  loans,  extend  customs  fees,  and 
auction  rights  to  use  the  electromagnetic  spectrum.  CBO  has  lower  savings 
estimates,  however,  for  the  Administration's  proposed  reforms  in  uranium 
enrichment,  hardrock  mining,  farm  price  supports,  Medicaid,  and  the  federal 
buildings  fund. 


Alternative  Baseline  Concepts 

The  budgetary  savings  generated  by  the  Administration's  proposals  can  be 
measured  using  several  alternative  budget  basehnes  (see  Table  3).  CBO's 
estimates  use  as  their  starting  point  the  CBO  baseline,  which  assumes  compliance 
with  the  discretionary  spending  caps  established  by  the  Budget  Enforcement  Act 
of  1990.  One  alternative  is  the  uncapped  baseline,  which  assumes  that  discre- 
tionary spending  in  the  1994-1998  period  grows  at  just  the  rate  of  inflation.  The 
Administration's  February  17  document  employs  still  a  third  baseline  concept,  in 
which  nondefense  discretionary  spending  keeps  pace  with  inflation,  but  defense 
discretionary  spending  is  held  to  the  levels  proposed  in  the  Bush  Administration's 
January  1992  budget  request  (with  various  adjustments). 

The  existence  of  competing  baselines  and  competing  estimates  creates 
considerable  confusion.  The  Administration,  for  example,  states  that  its  policies 
will  reduce  the  1997  deficit  by  $140  billion-the  difference  between  the 
Administration's  baseline  of  $346  billion  and  its  budget  estimate  of  $206  billion. 
Using  the  same  baseline  concept  as  the  Administration  but  its  own  estimating 
methods,  CBO  would  show  a  reduction  of  $122  billion-from  $327  billion  to  $205 
billion.  Compared  with  the  CBO  baseline  deficit  of  $322  billion,  however,  the 
Administration's  reductions  total  only  $117  billion  in  1997.  For  the  1993-1998 
period,  CBO  would  estimate  savings  of  $400  billion  using  the  Administration's 
baseline  concept  and  $355  billion  using  the  CBO  baseline.  The  differences  in  the 
figures  arise  because  some  of  the  Administration's  discretionary  savings  are 
needed  simply  to  comply  with  the  BEA's  spending  caps. 


THE  ADMINISTRATION'S  PROPOSALS 

Three-quarters  of  the  $355  billion  in  cumulative  deficit  reduction  contained  in  the 
Administration's  program  would  stem  from  increases  in  revenues  and  only  one- 
quarter  from  cuts  in  outlays.  Extension  of  expiring  tax  increases  and  spending 
cuts  would  generate  $60  billion  of  the  reduction  in  the  deficit.  Continuing  various 
tax  credits  and  other  revenue-losing  provisions,  however,  would  cost  $22  billion. 
The  Administration  would  increase  domestic  discretionary  spending  but  reduce 
defense  and  mandatory  spending.  The  spending  increases  would  exceed  the  cuts 
through  1995,  but  the  spending  reductions  would  dominate  in  later  years. 


Revenues 

The  Administration  has  proposed  some  30  revenue-raising  items,  as  well  as  a 
smaller  number  of  tax  reductions  designed  to  stimulate  investment  and  reward 
work  (see  Table  4).  The  major  revenue  raisers  are  an  increase  in  income  tax  rates 
for  high-income  individuals  and  large  corporations,  elimination  of  the  limit  on 
earnings  subject  to  the  payroll  tax  for  Hospital  Insurance,  inclusion  in  adjusted 
gross  income  of  85  percent  (instead  of  50  percent)  of  Social  Security  benefits 
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above  the  current  income  thresholds,  and  establishment  of  a  broad-based  energy 
tax.  The  investment  proposals  include  a  temporary  incremental  investment  credit, 
a  permanent  investment  credit  for  small  businesses,  extension  of  the  research  and 
experimentation  credit  and  other  expiring  preferences,  and  expansion  of  the  earned 
income  credit. 


Discretionary  Spending 

The  Budget  Enforcement  Act  established  separate  dollar  limits  on  defense, 
international,  and  domestic  discretionary  spending  for  fiscal  years  1991,  1992,  and 
1993.  A  single  overall  limit  applies  to  discretionary  spending  in  1994  and  1995. 
The  Administration  has  proposed  extending  the  discretionary  spending  limits 
through  1998,  but  it  has  not  yet  suggested  any  specific  levels. 

In  CBO's  estimation,  the  Administration's  budget  is  within  or  near  the 
current  limits  on  discretionary  budget  authority  for  1994  and  1995  but  exceeds  the 
limits  on  outlays.  In  1994,  total  discretionary  outlays  exceed  the  cap  by  $9.7 
billion  (see  Table  5).  Of  this  amount,  $6.4  bilUon  represents  the  1994  outlays 
from  the  1993  stimulus  package,  which  the  Administration  proposes  to  treat  as  an 
emergency  requirement.  Under  the  terms  of  the  BEA,  the  discretionary  spending 
limits  are  increased  to  make  extra  room  for  emergency  appropriations.  Even 
excluding  the  outlays  from  the  stimulus  package,  the  Administration's  request 
exceeds  the  1994  outlay  cap  by  $3.3  billion. 

The  Administration's  proposals  exceed  the  cap  on  discretionary  outlays  by 
an  even  larger  amount  in  1995.  Leaving  out  $3.2  billion  in  outlays  from  the 
stimulus  package,  discretionary  outlays  breach  their  limit  by  $11.6  bilhon. 

Within  the  discretionary  spending  category,  the  Administration  proposes 
continued  real  reductions  in  defense  and  real  increases  in  most  areas  of  domestic 
spending.  Defense  discretionary  budget  authority,  which  totaled  $274  billion  in 
1993,  would  drop  to  $264  billion  in  1994  and  $249  billion  by  1997--a  cut  of  21 
percent  in  real  terms.  At  the  same  time,  domestic  discretionary  budget  authority 
would  grow  from  its  current  level  of  $209  billion  to  $262  billion—a  real  increase 
of  7  percent. 

The  Administration  proposes  to  increase  real  discretionary  spending  in 
most  domestic  functions  of  the  budget.  By  far  the  largest  increases  would  go  to 
education  and  related  programs-notably.  Head  Start;  elementary,  secondary,  and 
postsecondary  education;  summer  youth  employment  and  training;  a  new  national 
service  program  for  youth;  and  a  new  training  program  for  dislocated  workers. 
Compared  with  the  uncapped  CBO  baseline,  the  President's  program  would  add 
$4.0  bilUon  in  budget  authority  (BA)  and  $2.5  billion  in  outlays  to  the  education 
function  in  1994,  and  $13.4  billion  in  BA  and  $12.7  billion  in  outlays  in  1998. 

Discretionary  health  programs  would  also  receive  substantial  increases  in 
funding  above  the  uncapped  baseline~$1.2  billion  in  BA  in  1994  and  $6.2  billion 
in  1998.  Additional  resources  would  be  focused  on  research  relating  to  AIDS  and 
women,  as  well  as  on  prevention  of  substance  abuse.  The  President  also  proposes 
large  increases  in  spending  for  science  (for  National  Science  Foundation  research 
and  the  National  Aeronautics  and  Space  Administration),  transportation  (for 
highways  and  mass-transit  grants),  and  income  security  (for  housing  assistance; 
the  Special  Supplemental  Food  Program  for  Women,  Infants,  and  Children;  and 
low-income  home  energy  assistance). 

The  Administration's  proposed  reductions  in  domestic  discretionary 
spending  emphasize  across-the-board  cuts  in  a  wide  range  of  federal  programs. 
The  Administration  treats  many  but  not  all  of  these  cuts  as  allowances  rather  than 
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assigning  them  to  specific  budget  functions.  Eliminating  pay  increases  for  civilian 
agencies  in  1994  and  limiting  pay  increases  during  the  next  three  years  would 
reduce  discretionary  outlays  by  $1.6  billion  in  1994  and  $3.5  billion  in  1998. 
Eliminating  100,000  federal  jobs  would  save  $0.9  billion  in  1994  and  $1.6  billion 
in  1998.  An  additional  $0.6  billion  in  1994  and  $4.2  billion  in  1998  would  be 
saved  by  further  "streamlining"  of  the  federal  government.  Still  other  unspecified 
administrative  savings  would  total  $0.5  billion  in  1994  and  $3.5  billion  in  1998. 

Unlike  the  proposed  changes  in  revenues  and  mandatory  spending,  the 
Administration's  discretionary  proposals  cannot  all  be  enacted  into  law  this  year 
but  will  depend  on  future  Congressional  action.  Extending  the  limits  on 
discretionary  spending  would  constrain  the  total  amount  of  appropriations,  but 
annual  appropriation  bills  will  determine  how  the  total  is  allocated  among 
individual  programs. 


Mandatory  Spending 

The  Medicare  program  accounts  for  more  than  half  of  the  proposed  cuts  in 
mandatory  spending  (see  Table  6).  Major  savings  would  be  achieved  by 
maintaining  the  ratio  of  premium  charges  to  benefit  payments  for  Supplementary 
Medical  Insurance  at  its  1995  level;  extending  other  expiring  provisions,  including 
those  that  make  Medicare  the  secondary  payer  for  certain  beneficiaries  and  curtail 
payments  for  hospital  capital  expenditures  and  outpatient  departments;  and 
reducing  hospital  reimbursement  rates.  The  Administration  would  also  cut 
payments  for  medical  education  in  hospitals,  clinical  laboratories,  and  physicians 
not  in  primary  care. 

In  three  other  programs,  savings  would  also  arise  largely  from  extending 
current  savings  provisions  that  are  scheduled  to  expire.  These  items  include 
eliminating  the  option  for  a  lump-sum  payment  in  Civil  Service  retirement, 
extending  the  limit  on  pension  benefits  paid  to  certain  veterans  in  nursing  homes, 
and  continuing  Customs  Service  merchandise  and  passenger  processing  fees. 
Additional  savings  would  be  achieved  by  reducing  farm  price-support  payments, 
replacing  the  guaranteed  student  loan  programs  with  direct  federal  loans, 
eliminating  personal  care  as  a  mandatory  benefit  and  making  other  reductions  in 
Medicaid,  and  auctioning  future  rights  to  use  the  electromagnetic  spectrum. 

Increases  in  mandatory  spending  are  concentrated  in  three  areas.  An 
extension  of  emergency  unemployment  compensation  through  October  2,  1993, 
has  already  cleared  the  Congress  and  was  signed  into  law  on  March  4.  The 
Administration  also  proposes  to  increase  spending  on  Food  Stamps  and  to  expand 
the  earned  income  tax  credit  (EITC)  for  low-income  wage  earners;  the  refundable 
portion  of  the  EITC  appears  as  an  outlay  in  the  budget. 


Debt  Held  by  the  Public 

The  Administration's  proposals  would  slow  but  not  halt  the  growth  of  federal  debt 
relative  to  the  size  of  the  economy.  On  its  current  course,  debt  held  by  the  public 
will  swell  from  $3.0  trillion  (51  percent  of  gross  domestic  product)  at  the  end  of 
1992  to  $4.8  trillion  (62  percent  of  GDP)  in  1998.  Under  the  Administration's 
plan,  the  debt  would  reach  $4.5  trillion,  or  58  percent  of  GDP,  in  six  years.  The 
Administration's  proposal  for  direct  loans  to  college  students  would  add  $54 
billion  to  the  debt  in  1998  but  would  be  matched  by  a  roughly  equal  increase  in 
interest-earning  assets. 
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EFFECTS  OF  THE  ADMIMSTRATION'S  PROGRAM 

The  Administration's  budgetary  proposals  are  intended  to  spur  the  growth  of  the 
economy  and  to  distribute  the  tax  burden  more  progressively.  How  well  does  it 
accomplish  these  two  goals? 


Macroeconomic  Implications 

Enacting  the  Administration's  proposals  would  affect  the  pattern  of  economic 
growth  slightly  over  the  next  few  years  and  could  ultimately  raise  the  level  of  the 
economy's  potential  output.  Evaluating  the  proposals  is  complicated,  however,  by 
the  recent  sharp  drop  in  long-term  interest  rates~a  drop  that  largely  coincided  with 
the  announcement  of  the  poUcies.  Ten-year  Treasury  note  rates  have  fallen  from 
6.9  percent  in  early  January  to  5.9  percent  last  week.  If  rates  remain  at  their 
current  levels—which  are  about  70  basis  points  lower  than  those  assumed  in  the 
CBO  forecast—economic  activity  will  be  given  a  significant  boost  this  year  and 
next. 

The  fall  in  interest  rates  was  probably  precipitated  at  least  in  part  by  the 
Administration's  proposals,  but  rates  fell  much  sooner  than  most  economists 
would  have  expected.  Other  factors  probably  also  played  a  role,  especially  the 
weakness  of  European  and  Japanese  economies  and,  perhaps,  a  recognition  that 
the  probability  of  a  sharp  increase  in  inflation  is  low.  As  long  as  the  budget 
package,  when  it  is  passed,  sets  the  budget  on  a  course  toward  substantially  lower 
deficits,  interest  rates  are  likely  to  remain  below  those  in  the  CBO  forecast. 

The  combination  of  the  Administration's  proposals  and  the  drop  in  interest 
rates  produces  a  more  favorable  outlook  than  do  the  proposals  alone.  Whereas 
deficit  reduction  would  dampen  growth  relative  to  CBO's  economic  forecast 
during  1994,  the  lower  interest  rates  could  more  than  offset  that  effect.  The 
Administration's  proposals  also  need  not  cause  gross  domestic  product  to  fall 
below  the  CBO  baseline  after  1994.  Given  the  steady  pattern  of  the  proposed 
reduction  of  the  deficit,  the  amount  of  time  people  will  have  to  adjust  to  the 
budgetary  changes,  the  possibility  of  even  lower  long-term  interest  rates,  and  the 
likelihood  that  monetary  policy  could  offset  the  fiscal  restraint,  the  level  of 
economic  activity  in  the  inid-1990s  is  likely  to  differ  little  from  CBO's  baseline 
assumptions. 

The  payoff  for  the  deficit  reduction— an  increase  in  the  economy's  level  of 
potential  output— would  start  to  be  realized  in  the  late  1990s.  Potential  output 
would  increase  primarily  because  the  reduction  in  the  federal  deficit  would 
increase  the  net  national  saving  rate.  The  Administration's  proposals  for  addition- 
al investment  spending  are  unlikely  to  provide  a  significant  boost  to  potential 
output  during  this  decade,  though  of  course  they  may  help  in  subsequent  years  or 
may  generate  benefits  other  than  their  impact  on  potential  output. 

The  Administration's  proposed  energy  tax  is  likely  to  raise  inflation  for  a 
few  years,  but  only  slightly.  The  tax  is  phased  in  over  three  years,  beginning  in 
July  1994.  Inflation  is  likely  to  be  0.1  or  0.2  percentage  points  higher  for  those 
years  and  then  return  to  its  baseline  rate. 


Redistributing  the  Tax  Burden 

The  Administration's  proposals  would  shift  a  greater  share  of  the  federal  tax 
burden  to  high-income  taxpayers.  CBO  estimates  that  the  tax  proposals  would 
raise  total  average  effective  tax  rates  by  7  percent  for  families  in  the  top  quintile 
of  the  income  distribution  and  3  percent  for  families  in  the  third  and  fourth 
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quintiles.     Expanding  the  earned  income  tax  credit  would  reduce  the  average 
effective  tax  rate  by  4  percent  for  families  in  the  bottom  quintile  (see  Table  7). 

Within  the  top  quintile,  the  increase  in  taxes  would  be  largest  for  the 
families  with  the  highest  incomes.  Families  in  the  top  1  percent  would  bear  more 
than  55  percent  of  the  burden  of  the  new  taxes.  The  proposal  would  raise  the 
effective  tax  rate  for  these  families  by  almost  20  percent--from  about  28  percent 
under  current  law  to  about  33  percent  under  the  proposal. 

The  quintile  rankings  array  families  by  adjusted  family  income,  a  measure 
that  adjusts  family  income  by  a  measure  of  need  based  on  family  size.  The  results 
are  similar  when  families  are  ranked  by  dollar  income,  except  in  the  lowest 
income  groups.  The  differences  highlight  the  fact  that  the  tax  proposals  do  not 
have  a  uniform  effect  on  all  families  with  the  same  income.  For  example,  the 
Administration's  program  substantially  redsces  the  average  effective  tax  rate  of 
low-income  families  with  children,  who  will  benefit  most  from  expansion  of  the 
EITC,  but  increases  taxes  on  low-income  childless  families. 

To  compensate  low-income  families  for  the  effects  of  the  proposed  energy 
tax,  the  Administration  has  proposed  increases  in  Food  Stamps  and  the  Low 
Income  Home  Energy  Assistance  Program  (LIHEAP).  Including  these  two 
programs  in  the  calculations  would  further  reduce  the  estimated  burden  of  the 
Administration's  program  on  those  in  the  lower  half  of  the  income  distribution. 
For  the  groups  with  incomes  below  $30,000,  the  increase  in  Food  Stamp  and 
LIHEAP  benefits  would  be  as  large  as  or  larger  than  the  increase  in  taxes. 


CONCLUSIONS 

The  proposals  outlined  in  A  Vision  of  Change  for  America  would  make  a 
substantial  contribution  to  reducing  the  deficit,  but  they  are  not  sufficient  to  solve 
the  long-run  problem.  Both  CBO  and  the  Administration  estimate  that,  under  the 
President's  policies,  the  deficit  would  decline  only  through  1997  and  then  resume 
its  rise.  By  the  Administration's  own  projections,  the  deficit  would  reach  about 
$400  billion,  or  4  percent  of  GDP,  by  2003. 

The  Administration  pins  its  hopes  for  further  deficit  reduction  on  its  health 
reform  proposals,  which  are  scheduled  for  release  in  early  May.  CBO  has 
frequently  pointed  out,  however,  that  reforming  the  health  care  system  is  unlikely 
to  curb  government  spending  quickly.  In  the  short  run— say,  over  the  next  10 
years— it  will  be  exceedingly  difficult  to  realize  significant  budgetary  savings  as 
long  as  any  reform  proposal  extends  coverage  to  the  uninsured,  avoids  shifting 
costs  to  private  payers,  and  maintains  many  of  the  desirable  aspects  of  the  current 
system. 

A  more  promising  path  to  still  lower  deficits  would  be  to  make  further 
reductions  in  programs  or  to  scale  back  the  proposed  increases  in  the  President's 
budget  plan,  as  both  the  House  and  Senate  Committees  on  the  Budget  have  done. 
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TABLE  1.      CBO  ESTIMATES  OF  THE  ADMINISTRATION'S  POLICY  PROPOSALS 
(By  fiscal  year,  in  billions  of  dollars) 


1993 


1994 


1995 


19% 


1997 


1998 


CBO  Baseline  Deficit* 


301.6 


2«6.7 


284.4 


290.0 


321.7 


359.7 


Deflcit  Reductions 
Outlays 
Discretionary  spending 
Mandatory  spending 
Debt  service 
Subtotal,  outlays 

Revenues* 

Toul,  Reductions 


0 

-3.4 

-7.7 

-28.4 

-56.2 

-63.4 

0 

-4.2 

-7.5 

-17.8 

-25.0 

-30.8 

0 

-1.6 

-5.2 

-U.l 

-20.4 

-32.2 

0 

-9.1 

-20.5 

-57.2 

-101.6 

-126.4 

0 

-45.8 

-52.4 

-68.1 

-84.8 

-86.0 

0 

-55.0 

-72.8 

-125.3 

-186.4 

-212.4 

Deficit  Increases 
Outlays 
Discretionary  spending 
Mandatory  spending 
Debt  service 
Subtotal,  outlays 

Revenues'' 

Toul,  InCTeases 


3.3  13.0  22.6  31.8 

3.3  3.8  5.9  7.0 

0.1  1.4  3.7  6.8 

6.8  18.2  32.1  45.5 


0  18.2 

6.8  36.3 


45.4 


11.7 
57.2 


39.4 
7.1 
10.6 

57.1 

12.6 
69.6 


44.5 

7.3 

15.1 

66.9 

14.3 
81.2 


Total  Changes 


6.8 


-18.6 


-27.4 


-68.1         -116.7 


-131.2 


Deficit  Under  the 
President's  Budget  as 
Estimated  by  CBO 


308.3 


268.1 


257.0 


22Z0 


204.9 


228.5 


SOURCES:  Congreuional  Budget  OfTicci  Joint  Commitlee  on  Taxation. 

NOTE:  The  budget  estimates  rencct  the  proposals  incorporated  in  the  Presidenl'i  budgetary  message  of  February  17, 1993.  In  early  April, 
the  President  will  present  a  formal  budget  containing  detailed  and  revised  budget  proposals  and  updated  budget  estimates. 

a.  Assumes  compliance  with  the  discrelionaty  spending  Umiu  in  the  Budget  Entorcemenl  Act  through  199S:  discretionary  outlays  arc 
assumed  to  grow  at  the  same  pace  as  inflation  after  199S. 

b.  Increases  in  revenues  arc  shown  with  a  negative  sign  because  (hey  reduce  the  deTicit.    Estimates  of  the  Administration's  revenue 
proposals  were  prepared  by  the  Joint  Commitlee  on  Taxation. 
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TABLE  2.    DIFFERENCES  BETWEEN  CBO  AND  ADMINISTRATION  ESTIMATES  OF  THE 
ADMINISTRATION'S  PROPOSED  BUDGET  (By  fiscal  year,  in  billions  of  dollars) 


1993  1994  1995  19%  1997  1998 


4.9 

b 

-6.2 

-5.7 

-16.0 

-27.7 

-13.9 

-3.4 

13.6 

12.9 

-1.5 

-1.5 

-8.5 

-1.8 

-1.6 

-3.5 

-1.5 

b 

-17.4 

-5.2 

5.8 

3.8 

-19.0 

-29.2 

Administraiion's  Estimate 

of  the  Deficit  331.4         262.4         241.6  205.3  206.4  241.4 

CBO  Reestimates  of  the 
Administration's  Baseline 

Revenues' 

Deposit  insurance 

Other  outlays 
Subtotal 

CBO  Reestimates  of  the 
Administration's  Proposals 

Revenues* 

Debt  management 

Medicare 

Pay  offsets 

Debt  service 

Other  outlays 
Subtoul 

Total  Reestimates  -23.1  5.7  15.4  16.7  -1.5  -12.9 

E>eficit  Under  the 
President's  Budget 
as  Estimated  by  CBO  308.3         268.1         257.0         222.0         204.9  228.5 

SOURCES:  Congressional  Budget  Office;  Joinl  Commillec  on  Taulion;  Office  of  Managemcni  and  Budget. 

NOTE:  The  budget  estimates  refiecl  the  proposak  incorporated  in  the  President's  budgetary  message  of  February  17, 1993.  In  early  Apnl, 
the  President  will  present  a  formal  budget  conuining  detailed  and  revised  budget  proposals  and  updated  budget  estimates. 

*.        Increases  in  revenues  are  shown  with  a  negative  sign  because  they  reduce  the  deficit.   Estimates  of  the  Administration's  revenue 
proposals  were  prepared  by  the  Joint  Committee  on  Taxation. 

b.       Less  than  SSO  million. 


-3.6 

8.8 

4.3 

5.7 

6.6 

5.7 

0.2 

1.6 

2.7 

3.3 

3.9 

4.9 

0 

0.6 

0.9 

0.4 

1.3 

1.8 

0 

0.6 

1.0 

1.4 

1.7 

2.0 

-0.2 

-0.1 

0.4 

0.9 

1.6 

2.3 

-2.0 

-0.7 

0.2 

1.3 

2.5 

-0.5 

-5.6 

10.9 

9.5 

12.9 

17.5 

16.2 
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TABLE  3. 


CBO  AND  OMB  ESTIMATES  OF  BASELINE  DERCITS 
(By  Rscal  year,  in  billions  of  dollars) 


1993 

1994 

1995 

19% 

1997 

1998 

CBO  Estimates 

Uncapped  Baseline  Deficit 

301.6 

301.5 

312.1 

318.5 

351.0 

390.8 

Reduaions 

Bush  Administration's  defense  proposals* 
Debt-service  savings 
Subtotal 

0.2 
_b 
0.2 

-5.2 
-5.4 

-9.8 

-0.6 

-10.4 

-16.3 
-1.4 

-17.7 

-21.1 

-2.7 

-23.7 

-26.0 

-4.3 

-30.3 

Administration 
Baseline  Deficit 

301.8 

296.1 

301.8 

300.8 

327.3 

360.6 

Further  Reductions  Required  to  Meet 
Discretionary  Caps 

Discretionary  spending 

Debt-service  savings 
Subtotal 

Capped  Baseline  Deficit' 


Uncapped  Baseline  Deficit 

Reductions 

Bush  Administration's  defense  proposals* 
Debt-service  savings 
Subtotal 


-0.2 

-9.2 

-16.4 

-8.9 

-3.2 

1.7 

b 

-0.3 

-1.0 

-1.9 

-2.4 

-2.6 

-0.2 

-9.4 

-17.4 

-10.7 

-5.6 

-0.9 

301.6 

286.7 

284.4 

290.0 

321.7 

359.7 

OMB  Estimates 

319.2 

306.7 

306.0 

313.6 

368.8 

418.6 

0 

-5.3 

-9.5 

-15.2 

-20.0 

-24.8 

0 

-0.2 

-0.6 

-1.4 

-2.6 

-44 

0 

-5.4 

-10.1 

-16.6 

-22.5 

-28.9 

Administration 
Baseline  Deficit 


319.2 


301.3 


295.9         297.0         346.3 


389.7 


SOURCES:  Congressional  Budgel  OHice;  Office  of  Managemenl  and  Budget. 

a.  Includes  adjusimcnu  lo  (he  Bush  Adminislralion's  request  as  estimated  by  the  Clinton  Administration. 

b.  Less  than  SSO  million. 

c        Assumes  compliance  with  the  discretionaiy  spending  limiu  in  the  Budget  Enforcement  Act  through  1995;  discretionaiy  outlays  are 
assumed  to  grow  at  the  same  pace  as  inflation  after  1995. 
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TABLE  4. 


JCr/CBO  ESTIMATES  OF  CLINTON  ADMINISTRATION  REVENUE  PROPOSALS 
(By  Tiscal  year,  in  billioRs  of  dollars) 


1994        1995        1996        1997        1998 


Stimulus  and  Investment  Proposals 


Investment  Crediu  and  AMT  Depreciation 

Enterprise  Zones 

Expand  EITC* 

Exclude  Capital  Gains  on  Original-Issue 

Small  Business  Slock 
Extend  Preferences 
All  Other 

Total,  stimulus  and  investment  proposals 

Revenue-Raising  Proposals 

Increase  Top  Individual  Tax  Rale  to  36%;  26%  and  28%  AMT; 

Increase  AMT  Exemption  to  $45,000/533,750; 

39.6%  Rate  on  Taxable  Income  Greater  than 

$250,000;  Extend  Phaseoui  of  Personal  Exemptions 

and  Limit  on  Itemized  Deductions 
Remove  Cap  on  HI  Taxable  Wage  Base"" 
Include  85%  of  Social  Security  Benenis  in  AGI 
Increase  Income  Tax  Rate  on  Corporations 
Establish  Broad-Based  Energy  Tax'' 
Extend  2.5  Cents  per  Gallon  Gas  Tax*" 
Cap  Possessions  Tax  Credit  (Sec.  936) 

at  65%  of  Wages 
Restrict  Deduction  for  Business  Meals 

and  Entertainment  to  50% 
International  Tax  Provisions 
Compliance  Provisions 
Change  Corporate  Estimated  Tax  Rules 
All  Other 

Total,  revenue-raising  proposals 


-13.4 

-7.1 

-4.2 

-3.8 

-4.2 

-0.2 

-0.7 

-1.1 

-1.6 

-2.1 

-0.2 

-1.9 

-2.0 

-2.1 

-2.2 

-0.0 

-0.1 

-0.2 

-0.2 

-0.2 

-4.1 

-3.3 

-4.1 

-5.0 

-5.8 

-0.2 
-18.2 

-0.3 
-13.3 

_o 

-11.7 

0.1 
-12.6 

-02 
-14.3 

25.7 

17.0 

19.9 

24.0 

25.8 

2.8 

6.0 

6.4 

6.8 

7.2 

2.9 

6.1 

6.9 

7.7 

8.5 

8.1 

5.4 

5.7 

5.9 

6.1 

1.0 

9.4 

17.0 

211 

23.5 

0 

0 

2.6 

U 

17 

0.2 


0.8 


1.9 


17 


17 


1.8 

3.2 

3.3 

3.5 

3.6 

0.4 

1.1 

1.0 

1.0 

1.1 

0.1 

0.2 

0.2 

0.2 

0.2 

0 

0 

0 

4.3 

0.9 

2.9 

3.2 

3.1 

3.8 

3.9 

45.8 

514 

68.1 

84.8 

86.0 

All  Proposals 

Total 


27.7 


39.1        56.4        712        71.7 


SOURCES:  Congreuioiul  Budget  Ofricc;  Joint  Cotnmiuec  on  Taxation. 

NOTE:    JCT  =  Joint  Committee  on  Taxation;    AMT  =  altcmalrve  minimum  lax;    EITC  =■  earned  income  lax  credit;  HI  =■  Hospital 
Insurance;  AGI  =  adjusted  gro&s  income. 

a.        TWO'thirds  o(  the  effect  of  expanding  the  EITC  is  in  the  form  of  refundable  tax  credits.  The  refundable  portion  is  not  included  here. 
It  IS  included  with  the  outlay  proposals. 


Net  of  income  tax  offsets. 
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TABLE  5.    THE  ADMINISTRATION'S  PROPOSALS  FOR  DISCRETIONARY  SPENDING 

IN  FISCAL  YEAR  1994 

(In  billions  of 

dollars) 

CBO  Baseline 

President 

s  Budget 

Without 

as  Estimated 

Discretionary  Caps 
Budget 

by  CBO 

Difference 

Budget 

Budget 

Category 

Authority 

Outlays 

Authority 

Outlays 

Authority  Outlays 

Defense 

288.0 

289.6 

264.0 

277.8 

-24.0           -11.8 

International 

21.9 

21.8 

21.9 

21.9 

-0.1               0.2 

Domestic 

General  science,  space. 

and  technology 

17.7 

17.5 

19.0 

18.3 

1.3               0.8 

Energy 

6.1 

5.9 

5.8 

5.7 

-0.4             -0.2 

Natural  resources  and  environment 

22.3 

21.9 

21.7 

22.6 

-0.6               0.8 

Agriculture 

4.5 

4.4 

4.2 

4.3 

-0.3              -0.1 

Commerce  and  housing  credit 

3.6 

3.5 

3.7 

3.7 

0.1              0.2 

Transportation 

14.4 

36.5 

14.8 

39.2 

0.4              2.8 

Community  and 

regional  development 

8.0 

8.3 

8.5 

9.5 

0.5               1.3 

Education,  training,  employment. 

and  social  services 

38.2 

37.5 

42.2 

40.0 

4.0                2.5 

Health 

21.3 

20.9 

22.5 

21.6 

1.2                0.7 

Medicare 

3.0 

3.0 

3.0 

3.0 

a                 a 

Income  security 

32.0 

34.8 

32.0 

35.4 

a               0.6 

Social  Security 

0 

2.8 

0 

3.0 

0               0.2 

Veterans'  benenis 

17.5 

17.4 

17.5 

17.6 

a               0.2 

Administration  of  justice 

14.9 

15.0 

15.2 

15.3 

0.3               0.3 

General  government 

12.5 

12.6 

12.7 

12.9 

0.2               0.3 

Allowances 

0 

0 

-3.9 

-3.4 

-3.9              -3.4 

Subtotal,  domestic 

215.9 

242.0 

218.9 

248.8 

3.0               6.9 

Total,  Discretionary  Spending 

525.8 

553.3 

504.8 

548.6 

-21.1               -4.7 

Discretionary  Caps'" 

513.2 

538.9 

513.2 

538.9 

n.a.              n.a. 

Difference 

12.7 

14.4 

-8.4 

9.7 

n.a.             n.a. 

SOURCE:  Congressional  Budget  OfTice. 
NOTE:  n.a..  =  nol  applicable. 

a.  Less  than  SSO  million. 

b.  EndK>r'Session  limits  as  estimated  by  CBO. 
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TABLE  6.  THE  ADMINISTRATIONS  PROPOSALS  FOR  MANDATORY  SPENDING 
(By  Tiscal  year,  in  billions  of  dollars) 


SOURCE:  Congressional  Budget  OrTice. 
a.        Less  than  SSO  million. 


1993  1994  1995  1996  1997  1998 


Reductions 
Medicare  premiums  0  0  0  -1.3  -3.2  -5.1 

Extend  other  expiring 
Medicare  provisions 
Reduce  hospital  reimbursement 
Other  Medicare  savings 
Subtotal,  Medicare 

Farm  price  supports 

Student  loans 

Medicaid 

Civil  Service  retirement 

Veterans  benefits 

Customs  user  fee 

Spectrum  auctions 

Pay  offsets 

Other 

Total,  Reductions 

Inaeases 
Unemployment  compensation 
Food  Stamps 
Earned  income  tax  credit 
Other 

Total,  Increases 

Total 


0 

a 

a 

-2.0 

-2.6 

-3.0 

0 

-1.1 

-1.8 

-2.1 

-2.3 

-2.5 

_Q 

zlA 

sll 

-4.2 

-5.9 

-7.2 

0 

-2.5 

-4.3 

-9.6 

-14.0 

-17.9 

0 

-0.1 

-0.2 

-0.8 

-1.6 

-1.8 

0 

0.1 

0.1 

-1.1 

-2.6 

-3.1 

0 

-0.2 

-1.4 

-1.8 

-2.1 

-2.4 

0 

a 

-0.1 

-2.2 

-3.3 

-3.6 

0 

-0.3 

-0.4 

-0.4 

-0.4 

-1.2 

0 

0 

0 

-0.8 

-0.8 

-0.9 

0 

-1.7 

-1.8 

-1.7 

-1.0 

-I.O 

0 

1.0 

1.4 

1.8 

2.3 

2.8 

0 

-0.5 

-0.9 

-1.3 

iL4 

dJ 

0 

-4.2 

-7.5 

-17.8 

-25.0 

-30.8 

3.3 

2.3 

0 

0 

0 

0 

0 

1.0 

2.0 

3.0 

3.0 

3.0 

0 

0.4 

3.8 

4.0 

4.1 

4.3 

0 

_QJ 

_QJ 

a 

a 

a 

3.3 

3.8 

5.9 

7.0 

7.1 

7.3 

3.3 

-0.4 

-1.7 

-10.8 

-17.9 

-23.5 
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TABLE  7.      CHANGES  IN  EFFECTIVE  TAX  RATES  BY  INCOME  GROUP  FROM  THE  PRESIDENTS  TAX 

PROPOSALS 

(In  percent) 

Percentage  Change  in 

Share 

Effective  Tax  Rales                  Effective           After-Tax 

of  Change 

Current  Law* 

Proposal            Tax  Rate             Income 

in  Taxes 

Families  by  Adjusted  Family  Income 

Income  Quinlile 

Lowest 

7.0 

6.7                    -4.3                   ■hO.3 

-0.9 

Second 

15.0 

15.2                   +1.1                     -0.2 

1.4 

Third 

19.3 

19.8                    +2.7                      -0.7 

6.6 

Fourth 

2Z1 

22.6                   +2.6                     -0.7 

10.8 

Highest 

26.2 

28.1                   +7.1                     -2.5 

81J 

All 

2X8 

24.0                   +5.1                     -1.5 

100.0 

Detail  on  Highest  Quintile 

81-90  Percent 

24.6 

25.2                   +2.6                    -0.8 

8.4 

90-95  Percent 

25.9 

26.5                   +2.5                    -0.9 

5.6 

96-99  Percent 

26.8 

27.8                   +3.6                    -IJ 

10.8 

Top  1  Percent 

28.0 

33.2                 +18.7                    -7.3 

56J 

Families  by  Dollar  income  (In  thousands) 


Income  Level 
Less  than  10 
10  to  20 
20  to  30 
30  to  40 
40  to  50 
50  to  75 
75  to  100 
100  to  200 
200  or  more 
All 


7.5 

8.0 

+6.7 

-0.5 

0.8 

11.5 

11.8 

+Z9 

-0.4 

1.7 

16.9 

17.0 

+0.4 

-0.1 

03 

19.8 

20.2 

+23 

-0.6 

3.8 

21.6 

22.2 

+Z9 

-0.8 

5.4 

23.4 

24.1 

+17 

-0.8 

11.6 

25.2 

25.8 

+2.4 

-0.8 

6.8 

26.1 

26.8 

+2.4 

-0.9 

8.2 

27.9 

32.7 

+  17.6 

-6.8 

60.3 

22.8 

24.0 

+5.1 

-1.5 

100.0 

SOURCE:  Congressional  Budget  OfTice. 

NOTES:      The  eslimales  assume  1998  lax  law  and  1994  income  levels.  They  include  all  lax  proposals  except  Ihe  enterprise  zone  proposal, 
the  proposal  on  corporate  estimated  lax  payments,  and  miscellaneous  compliance  measures. 

Pretax  family  income  is  the  sum  of  wages,  salaries,  self-employment  income,  rents,  taxable  and  nontaxable  interest,  dividends, 
realized  capital  gains,  and  all  cash  transfer  payments.  Income  also  includes  the  employer's  share  of  Social  Security  and  federal 
unemployment  insurance  payroll  taxes,  and  the  corporate  income  lax.  For  purposes  of  ranking  by  adjusted  family  income, 
income  for  each  family  is  divided  by  the  projected  1994  poverty  threshold  for  a  family  of  that  size.  Quintiles  contain  equal 
numbers  of  people.  Individuals  are  treated  as  families  of  one.  Families  with  zero  or  negative  income  are  excluded  from  the 
lowest  income  category  but  included  in  the  total. 

Changes  in  individual  income  taxes,  premiums,  and  enlillemcnts  are  distributed  directly  to  (amilies  paying  those  taxes  and 
premiums,  or  receiving  those  benefits.  Changes  in  payroll  taxes  are  distributed  to  families  paying  those  taxes  directly,  or 
indirectly  through  their  employers.  Changes  in  federal  excise  taxes  are  distributed  to  families  according  to  their  consumption 
of  the  taxed  good  or  service.  Changes  in  corporate  income  taxes  are  distributed  to  families  according  to  their  income  from 
capital. 

a.       Current  law  reflects  the  scheduled  expiration  of  the  limitation  of  itemized  deductions,  the  phase-out  of  personal  exemptions,  and  Ihe 
2.5  cent  component  of  the  gasoline  tax  that  goes  into  the  general  fund. 


331 

Chairman  Rostenkowski.  Dr.  Reischauer,  on  tax  reform,  the  act 
of  1986  attempted  to  reduce  economic  distortions  and  to  limit  tax 
sheltering  opportunities.  What,  in  your  opinion,  will  be  the  impact 
of  the  administration's  package  on  the  accomplishments  of  the  act 
of  1986? 

Mr.  Reischauer.  What  will  the  impact  be  of  the  Clinton  admin- 
istration's proposals? 

Chairman  Rostenkowski.  What  will  be  the  impact  of  the  admin- 
istration's tax  proposals  on  the  1986  act? 

Mr.  Reischauer.  Well 

Chairman  Rostenkowski.  What  I  am  referring  to,  naturally,  is 
that  in  this  room  we  worked  for  almost  18  months  trying  to  narrow 
down  the  code  to  where  we  were  eliminating  loopholes  for  tax  dodg- 
ers. I  would  just  like  to  know  your  opinion. 

Mr.  Reischauer.  I  think  it  represents  a  slight  turn  away  from 
the  principle  that  governed  the  1986  tax  reform  initiative,  the  idea 
of  broad  base  and  low  rates.  Various  aspects  of  the  administration's 
proposal  obviously  provide  certain  preferences  that  have  not  ex- 
isted for  the  last  7  years,  as  well  as  greater  rate  differentials  and 
this  is  a  step  away  from  that  principle.  But  I  don't  think  we  should 
exaggerate  the  size  of  that  step. 

The  problem  is  that  once  you  have  higher  rates,  even  rates  that 
are  still  substantially  below  those  that  existed  in  1986,  you  will  be 
under  increased  pressure  to  provide  relief  in  the  form  of  exceptions 
and  preferences. 

Chairman  Rostenkowski.  Your  office.  Doctor,  has  done  an  addi- 
tional analysis  of  the  administration's  energy  tax.  Tell  me,  how  will 
the  broad-based  energy  tax  that  the  administration  is  proposing  af- 
fect different  regions  of  the  country?  Isn't  the  administration's  ver- 
sion of  the  energy  tax  more  neutral  across  regions  of  the  country 
than  other  versions  of  an  energy  tax  would  be? 

Mr.  Reischauer.  When  you  compare  the  administration's  pro- 
posal with  oil  import  fees  or  higher  gasoline  taxes,  I  think  that  is 
certainly  true.  The  Btu  tax  that  the  administration  has  suggested 
would  have  more  neutral  consequences  on  a  regional  basis,  al- 
though there  is  some  differential.  We  have  not  examined  the  full 
range  of  that  differential  at  this  point. 

Chairman  Rostenkowski.  One  of  the  investment  tax  incentives 
in  the  President's  plan  would  provide  a  2-year  temporary  incremen- 
tal investment  tax  credit.  I  have  heard  from  several  taxpayers  that 
mature  industries  that  have  institutionalized  long-term  investment 
strategies  would  not  benefit  from  this  rule.  Can  you  give  us  an  idea 
of  how  limited  this  proposal  is? 

In  addition,  given  our  past  experience  with  temporary  incentives, 
what  economic  effect  is  such  a  temporary  stimulus  likely  to  have? 

Mr.  Reischauer.  With  respect  to  the  first  part  of  your  question, 
certainly  large  corporations  that  are  considering  big  capital  invest- 
ments are  not  going  to  be  swayed  by  a  temporary  tax  credit  of  the 
size  being  proposed. 

However,  even  those  large,  mature  industries  do  have  some  dis- 
cretion with  respect  to  their  investment  strategies,  and  I  believe 
they  would  respond  around  the  edges.  But  by  and  large,  what  we 
will  see  is  a  shifting  of  investment;  investment  that  would  have  oc- 
curred several  years  from  now  will  be  pulled  forward.  So  much  of 
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the  gain  that  is  received  over  the  course  of  the  next  two  years  will 
appear  as  reduced  investment  and  reduced  economic  activity  in  the 
future. 

Of  course,  this  proposal  is  being  made  to  stimulate  the  economy 
more  than  to  increase  the  level  of  investment  in  the  economy  in  the 
long  run. 

Chairman  ROSTENKOWSKI.  You  know,  Bob,  I  have  never  seen  a 
so-called  limited  incentive  that  in  the  first  6  months  of  its  adoption 
there  isn't  a  suggestion  that  we  extend  the  incentive.  How  does  this 
stimulus  affect  our  international  competitiveness?  Is  there  going  to 
be  on  the  part  of  larger  corporations  so-called  keener  competition 
by  foreign  investment  coming  in,  taking  advantage  of  this  incre- 
mental stimulus  and  making  them,  in  fact,  in  the  long  run  less 
competitive  internationally?  Because  you  are  going  to  see  foreign 
money  come  in,  aren't  you? 

Mr.  Reischauer.  I  think  the  degree  of  that  shouldn't  be  exagger- 
ated. A  temporary  investment  tax  credit  has  a  certain  degree  of  in- 
equity to  it  because  it  appears  at  a  certain  time  in  our  history,  and 
some  firms  have  just  made  large  investments,  maybe  existing  firms 
in  the  United  States,  while  new  firms  that  possibly  are  setting 
themselves  up  with  foreign  capital  could  take  full  advantage  of 
this.  There  may  be  some  inequity  created  by  that,  but  that  is  al- 
ways the  case  with  temporary  measures  of  one  sort  or  another. 

With  respect  to  your  first  concern,  which  is  whether  anjd^hing  is 
ever  really  temporary,  I  think  there  is  a  better  chance  that  this 
stimulus  would  be  temporary,  simply  because  we  are  still  under 
the  pay-as-you-go  rules  established  by  the  Budget  Enforcement  Act. 
Those  rules,  according  to  the  President,  will  be  extended  to  the 
year  2003,  and  that  means  that  any  time  you  provide  a  benefit  that 
costs  money  or  reduces  taxes,  it  has  to  be  paid  for  in  some  way. 
So  there  is  some  brake  on  the  system  now  that  did  not  exist  before 
1990. 

Chairman  ROSTENKOWSKI.  Thanks,  Bob. 

Mr.  Archer. 

Mr.  Archer.  Thank  you,  Mr.  Chairman.  Dr.  Reischauer,  are  you 
familiar  with  the  National  Center  for  Policy  Analysis? 

Mr.  Reischauer.  I  know  of  it,  yes,  and  I  receive  their  publica- 
tions in  the  mail  and  read  them. 

Mr.  Archer.  I  am  going  to  inquire  for  a  few  minutes  as  to  their 
analysis  compared  to  your  analysis  and  see  if  we  can  reach  some 
sort  of  understanding  as  to  the  differences. 

Mr.  Reischauer.  I  have  not  read  their  analysis  of  the 

Mr.  Archer.  This  is  just  a  preliminary  analysis  as  I  understand 
and  I  know  you  don't  have  a  copy  of  it.  I  am  going  to  read  a  couple 
of  things  to  you  and  then  ask  you  a  question  or  two.  The  1990 
budget  agreement  with  which  you  worked  in  great  detail  over 
many,  many  hours  promised  spending  cuts  in  the  later  years  in  ex- 
change for  tax  increases  up  front.  That  is  a  generalization,  but  I 
think  it  is  a  fair  generalization. 

However,  President  Clinton  has  already  exercised  his  option 
under  that  agreement  to  suspend  the  enforcement  mechanisms  for 
1994  and  1995  and  I  suppose,  by  implication,  for  all  future  years 
as  well.  Now,  the  National  Center  for  Policy  Analysis  says  that  his 
refusal  to  force  spending  cuts  under  the  current  budget  rules  of 
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OBRA,  that  was  the  1990  Budget  Act,  has  the  effect  of  increasing 
the  Federal  deficit  by  $251  biUion  through  1998  and  $461  billion 
through  the  year  2000. 

Does  that  pretty  much  correspond  to  your  estimate  of  that  par- 
ticular action  on  the  part  of  the  President? 

Mr.  Reischauer.  I  think  what  you  are  referring  to  is  the  Presi- 
dent's decision  to  adjust  the  maximum  deficit  amounts  through 
1995  for  changes  that  occur  because  of  economic  and  technical  fac- 
tors. This  aspect  of  the  law  was  required  for  the  Bush  administra- 
tion through  1993.  It  had  to  adjust  the  maximum  deficit  amounts 
and  then  the  law  gave  the  President  who  came  into  office  on  Janu- 
ary 20  the  option  of  continuing  the  previous  policy  of  an  automatic 
adjustment. 

Mr.  Archer.  So-called  spending  caps,  right? 

Mr.  Reischauer.  No,  it  wasn't  spending  caps.  It  was  that  the 
Budget  Enforcement  Act  left  in  place  the  structure  that  was  estab- 
lished by  the  Gramm-Rudman-Hollings  procedure — that  is,  that  we 
would  have  a  maximum  deficit  amount,  and  if  the  maximum  deficit 
amount  was  exceeded,  there  would  be  an  automatic  sequestration. 
But  during  the  first  3  years,  this  maximum  deficit  amount  was 
automatically  adjusted  up  or  down  if  the  economy  changed  or  if 
certain  technical  factors  caused  the  estimate  of  the  deficit  to  rise 
or  fall. 

So  if  you  stuck  with  the  pay-as-you-go  system  and  the  discre- 
tionary spending  caps  that  were  established  by  the  Budget  Enforce- 
ment Act,  it  was  impossible  to  trigger  this  Gramm-Rudman-Hol- 
lings-type  sequestration.  Once  the  1993  budget  decisions  were  over, 
we  had  the  option  of  continuing  that  automatic  adjustment  process 
or  not  continuing  it.  If  one  did  not  continue  it,  it  was  possible  for 
the  Congress  to  maintain  the  pay-as-you-go  discipline  and  to  stay 
within  the  caps  and  still  be  faced  with  a  Gramm-Rudman-Hollings- 
type  sequestration. 

Our  estimates  were  that  for  fiscal  year  1994,  I  believe,  even  if 
the  President  had  chosen  not  to  continue  the  policy  of  making  the 
economic  and  technical  adjustments,  there  would  not  have  been  a 
sequestration.  I  have  not  looked  at  this  study,  as  I  said,  but  I  think 
it  might  not 

Mr.  Archer.  I  thank  you  for  that  analysis,  but  does  it  sound  rea- 
sonable to  you  that  that  action  on  his  part  affected  the  deficit  by 
$251  billion  through  1998? 

Mr.  Reischauer.  No,  it  doesn't.  I  mean,  it  seems 

Mr.  Archer.  I  would  be  very  interested. 

Mr.  Reischauer.  We  will  look  into  this  study  and- 


Mr.  Archer.  I  would  like  for  you  to  and  if  you  can,  submit  to 
the  committee  in  writing  the  rationale  as  to  the  differences. 

Mr.  Reischauer.  Let's  suppose  that  those  numbers  are  correct. 
What  they  would  be  saying  is  that,  to  avoid  a  sequestration,  the 
Congress  would  have  to  come  back  with  a  set  of  policy  measures 
that  would  reduce  the  deficit  by  that  amount.  I  have  just  said  in 
my  testimony  that  the  President  has  produced  a  package  that 
would  reduce  the  deficit  between  now  and  1998  by  a  total  of  $355 
billion,  so  in  a  sense,  his  package  will  bring  the  deficit  down. 

Mr.  Archer.  But,  Bob,  you  also  said  that  in  the  first  year  that 
it  increases  the  deficit.  We  are  talking  about  the  years  1994  and 
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1995.  His  so-called  deficit  reduction  package  will  not  reduce  the 
deficit  during  1995,  those  two  years  on  accumulative  basis;  is  that 
not  correct? 

Mr.  Reischauer.  I  believe  he  is  increasing  the  deficit  in  1993. 

Mr.  Archer.  Your  figures  were  1994  increasing  the  deficits 

Mr.  Reischauer.  And  then  decreasing 

Mr.  Archer  [continuing].  By  $6  billion  in  1994,  so  the  removal 
of  the  enforcement  mechanism  for  1994  has  got  to  significantly  im- 
pact what  your  original  projections  were  as  to  the  deficit  when  we 
passed  the  1990  budget  agreement;  is  that  not  correct? 

Mr.  Reischauer.  Yes,  that  is  true,  and  when  I  gave  that  $355 
billion  number,  I  was  adding  in  the  increase  in  the  short  run  that 
would  occur  in  the  deficit  and  balancing  that  against  the  future  de- 
creases. 

Mr.  Archer.  But  clearly — what  were  your  projections?  The  1990 
act,  traumatic  as  it  was,  provided  major  spending  reductions  in  the 
last  2  years.  As  I  recall,  the  CBO  projections  in  1990  were  that 
that  agreement  was  going  to  reduce  the  deficit  by  close  to  $500  bil- 
lion over  5  years;  is  that  not  correct? 

Mr.  Reischauer.  That  is  correct. 

Mr.  Archer.  What  has  actually  happened? 

Mr.  Reischauer.  Well,  of  course,  we  have  only  gone  through  the 
first  2V2  years  of  these  savings,  but  our  feeling  is  that  we  are  pret- 
ty much  on  track.  The  deficit  is  not  lower  than  it  was  or  than  it 
was  projected  to  be,  but  had  the  1990  agreement  not  been  adopted, 
the  deficit  would  have  been  some  $33  billion  higher  in  1991,  $69 
billion  higher  in  1992,  and  abstracting  from  the  Clinton  adminis- 
tration's proposals,  roughly  $90  billion  higher  in  1993  than  it  would 
be  without  those  measures. 

The  Congress  has  held  down  discretionary  spending,  and  the  var- 
ious measures  that  were  taken  to  reduce  mandatory  spending  and 
to  increase  tax  revenues  are  generating  savings. 

Mr.  Archer.  Well,  I  would  like  to  pursue  that  at  length  some 
other  time  but  I  am  afraid  we  don't  have  the  time  this  morning  to 
do  it.  National  Center  for  Policy  Analysis  says  that  the  net  cumu- 
lative Federal  deficit  will  increase  by  $155  billion  through  the  end 
of  the  decade  as  a  result  of  what  the  Clinton  administration  pro- 
gram would  involve,  all  of  the  aspects  of  it,  including  the  stimulus, 
the  so-called  deficit  reduction;  the  combination  of  everything  will 
actually  increase  the  deficit  by  $155  billion  through  the  end  of  the 
decade. 

Now,  you  haven't  seen  the  background,  but  I  would  be  interested 
for  submission  to  the  committee,  if  you  will,  of  the  difference  in 
their  analysis  and  your  analysis.  They  also  say  that  the  announced 
goal  of  the  Clinton  plan  is  to  increase  the  economic  well-being  of 
middle-income  families,  but  that  because  the  plan  would  cause 
lower  economic  growth,  the  average  family  would  be  worse  off. 

The  Clinton  plan  will  cause  annual  gross  domestic  product  to  be 
$261  billion  lower  than  it  would  otherwise  have  been  in  1998.  Aver- 
age gross  domestic  product  would  be  $261  billion  lower  than  it 
would  otherwise  have  been  in  1998.  The  economic  loss  from  that 
is  equal  to  more  than  $1,000  per  man,  woman  and  child  in  the 
country  or  more  than  $2,600  for  an  average  household. 
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The  Clinton  plan  will  cause  wage  income  in  the  United  States  to 
be  $160  billion  lower  than  it  would  otherwise  have  been  in  1998. 
Now,  I  am  hitting  you  with  these  figures  and  you  haven't  looked 
at  the  study  but  the  figures  stand  out  in  pretty  stark  reality.  I 
would  like  to  know  what  your  projections  are  on  those  same  fig- 
ures. 

Chairman  RoSTENKOWSKi.  Would  you  submit  those  for  the 
record? 

Mr.  Reischauer.  Yes,  I  will  be  glad  to. 

[CBO  submitted  the  following:] 
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The  National  Center  for  Policy  Analysis  maintains  that  the  Administration's  proposals 
will  severely  discourage  investment,  lower  the  level  of  output,  and  significantly  worsen  the 
economic  situation  of  the  average  family  in  1998.  Although  some  aspects  of  the  proposals  could 
discourage  private  saving  and  investment,  analysis  by  the  Congressional  Budget  Office  (CBO) 
indicates  that  the  proposals'  net  effect  on  national  saving  and  investment  will  eventually  be 
positive.  By  1998,  both  investment  and  saving  will  be  a  higher  share  of  gross  domestic  product 
(GDP)  than  in  the  CBO  baseline  forecast,  which  assumes  that  future  deficits  are  constrained  by 
the  discretionary  spending  limits  and  pay-as-you-go  requirement  of  the  Budget  Enforcement  Act. 
The  proposals  are  likely  to  have  a  small  adverse  effect  on  the  level  of  GDP  and  family 
well-being  in  1998,  but  in  the  long  run  GDP  will  be  higher  and  families  will  be  better  off. 

CBO's  analysis  of  the  effects  of  deficit  reduction  on  the  economy  is  discussed  in  Chapter 
5  of  The  Economic  and  Budget  Outlook:  Fiscal  Years  1994-1998  (January  1993).  Because  CBO 
estimates  that  the  Administration's  proposals  will  result  in  lower  deficits  than  the  baseline, 
national  saving  and  investment  rates  will  eventually  be  higher  and  real  interest  rates  will  be 
lower,  as  described  in  the  Outlook. 

Some  of  the  benefits  of  deficit  reduction  may  be  offset  by  other  elements  of  the 
Administration's  plan.  In  particular,  increasing  the  taxation  of  high-income  individuals  may 
reduce  the  personal  saving  rate  more  than  other  methods  of  deficit  reduction  would.  CBO  does 
not  believe  that  the  disincentives  to  saving,  however,  will  be  large  relative  to  the  direct 
improvement  in  national  saving  that  results  from  deficit  reduction. 

Deficit  reduction  tends  to  suppress  economic  growth  in  the  near  term,  but  because  of  the 
recent  fall  in  long-term  interest  rates  and  the  possibility  that  monetary  policy  could  offset  the 
dampening  effects  of  deficit  reduction,  it  is  reasonable  to  forecast  that  the  level  of  GDP  in  1998 
will  be  only  slightly  below  the  baseline.  This  result  is  discussed  in  both  the  Outlook  and  CBO's 
March  1993  report.  An  Analysis  of  the  President's  February  Budgetary  Proposals.  For  three 
reasons,  consumption  per  person  would  also  be  slightly  lower.  Because  deficit  reduction 
encourages  investment  to  rise  as  a  share  of  GDP,  consumption  would  be  a  smaller  share  of 
GDP.  In  addition,  the  higher  income  tax  rates  and  the  energy  tax  would  lower  household 
after-tax  income  for  any  given  level  of  GDP.  Lastly,  the  overall  level  of  GDP  would  be  lower. 
None  of  these  effects  is  likely  to  be  large,  however,  and  in  the  long  run,  the  increased  share  of 
investment  would  result  in  a  higher  level  of  both  GDP  and  family  well-being. 

The  National  Center  for  Policy  Analysis  also  contends  that  "Clinton's  refusal  to  force 
spending  cuts  under  the  current  budget  rules  (OBRA)  has  the  effect  of  increasing  the  cumulative 
federal  deficit  by  $251  billion  through  1998."  By  CBO's  estimation,  if  President  Clinton  had 
chosen  not  to  adjust  the  maximum  deficit  amounts  for  fiscal  years  1994  and  1995,  the  amount 
of  additional  deficit  reduction  required  would  have  been  $17  billion  in  1994  and  $29  billion  in 
1995.  The  size  of  the  effect  in  later  years  would  depend  on  the  policies  chosen  to  implement 
the  reductions,  but  it  would  be  unlikely  to  total  as  much  as  $251  billion.  In  comparison, 
President  Clinton's  budgetary  proposals  would  reduce  the  deficit  by  $19  billion  in  1994,  $27 
billion  in  1995,  and  $355  billion  over  the  1993-1998  period. 
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Mr.  Archer.  Let  me  ask  you  two  other  quick  questions.  Did  you 
include  the  energy  cost  to  the  Federal  Government  in  your  cost  es- 
timates, that  is  the  increased  energy  costs  from  the  energy  tax  to 
the  Federal  Government  on  the  spending  side  of  the  Federal  ledg- 
er? 

Mr.  Reischauer.  No,  we  don't,  because  energy  expenditures  are 
discretionary  expenditures.  Since  you  have  placed  caps  on  total  dis- 
cretionary spending,  the  Federal  agencies  have  to  eat  that  increase 
somehow  through  producing  some  other  kinds  of  savings. 

Mr.  Archer.  Aren't  those  caps  gone  now  for  the  future? 

Mr.  Reischauer.  No,  they  will  continue  through  1995.  The  Presi- 
dent has  indicated  that  he  would  like  them  extended  through  1998, 
but  as  of  now,  I  don't  think  there  is  an  agreement  on  exactly  what 
level  those  caps  will  be  set. 

Mr.  Archer.  So  until  you  know  at  what  level  those  caps  are  set, 
you  can't  determine  for  sure  whether  or  not  these  higher  energy 
costs  of  the  Federal  Government,  which  are  clearly  going  to  have 
to  be  paid  in  the  purchase  of  energy,  need  to  be  considered  on  the 
spending  side;  is  that  accurate? 

Mr.  Reischauer.  That  is  correct.  But  I  think  you  will  be  setting 
those  caps  based  on  more  global  considerations. 

Mr.  Archer.  Mr.  Chairman,  I  have  one  last  very  important  ques- 
tion I  would  like  to  ask  Dr.  Reischauer.  Have  you  taken  into  ac- 
count, relative  to  the  increased  taxes  on  higher  income  people,  be- 
havioral response?  By  that  I  mean  where  there  is  flexibility  with 
higher  income  and  you  are  raising  the  top  maximum  marginal  rate 
to  close  to  44  percent  effectively,  many  of  those  higher  income  peo- 
ple are  going  to  decide  to  go  into  tax-exempt  municipal  bonds,  to 
go  into  capital  items  for  tax-deferred  capital  gain,  and  to  go  into 
stock  options  instead  of  salary  increases.  Have  you  taken  that  be- 
havioral response  into  account  in  determining  what  the  revenue  es- 
timates for  tax  revenue  under  the  program  will  be? 

Mr.  Reischauer.  Under  law,  the  revenue  estimates  that  we  use 
for  estimating  proposals  like  these  are  provided  to  us  by  the  Joint 
Committee  on  Taxation.  It  is  my  understanding  that  the  Joint 
Committee  on  Taxation,  as  well  as  the  Treasury  Department,  does 
take  those  sorts  of  behavioral  responses  into  account.  I  don't  know 
the  details  of  their  adjustments,  however. 

Mr.  Archer.  Thank  you  very  much. 

Chairman  Rostenkowski.  Mr.  Andrews  will  inquire. 

Mr.  Andrews.  Thank  you,  Mr.  Chairman.  Let  me  just  ask  you 
in  general,  Mr.  Reischauer,  as  I  understand  it,  is  it  your  view,  in- 
deed CBO's  view,  that  this  deficit  package  is  a  contribution  to  defi- 
cit reduction?  And  that  this  is  a  positive  step  that  the  Congress  is 
being  asked  to  take  by  the  President? 

Mr.  Reischauer.  Very  definitely.  You  can  argue  about  the  com- 
position of  it,  but  we  as  an  agency  have  been  at  the  forefront  of 
arguing  that  deficit  reduction  is  extremely  important. 

Mr.  Andrews.  How  one  goes  about  it  is  of  secondary  importance. 
The  important  thing  is  to  adopt  some  sort  of  policies  that  will  re- 
duce the  deficit  and  reduce  it  now.  My  friend,  Mr.  Archer,  sug- 
gested that  in  spite  of  what  the  President  is  recommending,  the 
deficit  is  going  to  increase  in  the  out-years.  Wouldn't  that  happen 
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just  about  whoever  is  President  right  now  today  because  of  health 
care  costs? 

Mr.  Reischauer.  Well,  if  nothing  is  done,  the  deficit  is  going  to 
increase  very  substantially.  Our  estimates  would  suggest  that  by 
the  year  2003  it  will  be  $653  billion.  I  would  be  very  skeptical 
about  estimates  that  suggest  that  the  President's  package  will  not 
lead  to  a  lower  deficit.  The  only  way  one  can  get  to  that,  I  think, 
is  to  argue  that  the  economy  will  be  thrown  into  the  tank  by  too 
energetic  a  series  of  measures  that  raise  taxes  and  cut  spending. 

However,  as  I  tried  to  imply  in  my  oral  statement,  the  drop  that 
we  have  seen  in  interest  rates  over  the  last  several  months,  if  one 
thinks  that  is  associated  in  some  way  with  this  new  resolve  of  our 
political  leaders  to  reduce  the  deficit  and  one  attributes  that  to  the 
Clinton  plan,  suggests  that  the  economy  won't  be  significantly  af- 
fected. 

In  fact,  it  will  perk  along  at  about  the  rate  CBO  has  suggested 
would  occur  in  the  absence  of  deficit  reduction.  This  is,  I  think, 
quite  good  news  for  policymakers  and  suggests  that  there  won't  be 
large  income  losses  by  American  middle-class  families. 

Mr.  Andrews.  But  the  big  bear  out  there  that  is  waiting  to  be 
dealt  with  is  health  care,  isn't  it?  I  mean,  the  danger  here  is  that 
if  we  fail  to  deal  with  health  care  then  we  lose  whatever  initiative 
we  might  gain  by  this  package? 

Mr.  Reischauer.  All  of  the  deterioration  in  the  deficit  after  the 
mid-1990s  in  our  baseline  forecast  comes  from  the  continued  explo- 
sion of  Medicare  and  Medicaid  costs. 

Mr.  Andrews.  Now,  just  in  another  section,  and  that  is  invest- 
ment, Mr.  Archer  mentioned  investment  and  how  important  that  is 
and  how  this  package  may  change  investment  decisions.  I  don't 
doubt  that  for  a  minute.  It  certainly  may.  Are  there  some  addi- 
tional steps  that  you  would  suggest  the  Congress  in  this — and  this 
committee  in  particular,  needs  to  take  to  encourage  long-term  in- 
vestment in  savings? 

Mr.  Reischauer.  I  think  the  most  important  step  one  can  take 
to  encourage  long-run  investment  in  this  country  is  to  deal  force- 
fully with  the  deficit.  If  you  deal  forcefully  with  the  deficit,  you  are 
going  to  bring  down  long-term  interest  rates. 

They  are  already  substantially  below  where  they  were  2  months 
ago.  Locking  a  substantial  deficit  reduction  package  in  place  and 
enforcing  it  with  an  extension  and  modification  of  the  existing 
budget  process  will  give  financial  markets  some  assurance  that  we 
really  are  on  the  path  towards  fiscal  sanity,  and  that  will  do  more 
than  all  of  the  little  tinkering  you  might  be  tempted  to  do  in  the 
form  of  changes  in  tax  legislation  or  particular  spending  items. 

Mr.  Andrews.  Thank  you.  Thank  you,  Mr.  Chairman. 

Chairman  ROSTENKOWSKI.  Thank  you,  Mr.  Andrews.  Mr.  Levin 
will  inquire. 

Mr.  Levin.  Thank  you,  Mr.  Chairman.  Welcome.  I  think  that  the 
attack  on  the  President's  approach  to  the  budget  is  becoming  more 
clear  with  every  day  or  at  least  every  weekend.  Now  it  seems  to 
be  that  the  proposal  for  the  future  isn't  as  good  as  the  1990  pack- 
age, and  in  any  event,  it  is  not  enough.  And  I  find  that  somewhat — 
it  would  be  amusing  if  the  subject  matter  weren't  so  serious,  be- 
cause the   1990  agreement  is  now  raised  as  a  better  approach, 
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though  President  Bush  renounced  part  of  the  1990  agreement  in 
the  campaign. 

The  1990  agreement  had  budget  cuts  and  revenue  increases  in 
it,  did  it  not,  Dr.  Reischauer? 

Mr.  Reischauer.  Yes,  it  did. 

Mr.  Levin.  So  I  really  think  it  isn't  fair  to  raise  1990  as  some- 
thing better  than  the  Clinton  approach  when  many  renounced 
parts  of  the  1990  agreement.  Now,  let  me  talk  about  the  argument 
that  this  budget  approach  isn't  enough  and  it  is  illusory.  Have  you 
had  a  chance  to  look  at  Dr.  Martin  Feldstein's  testimony? 

Mr.  Reischauer.  No,  I  haven't. 

Mr.  Levin.  Mr.  Andrews  referred  to  part  of  the  testimony,  the  ar- 
gument that  the  revenue  increases  were  illusory  because  the  be- 
havioral response  of  taxpayers  will  undermine  it  and  essentially, 
the  majority  of  taxpayers  who  would  face  higher  tax  rates  under 
the  Clinton  plan  would  actually  pay  less  tax  than  they  do  under 
the  current  tax  law. 

You  responded  to  Congressman  Andrews  that  it  is  your  under- 
standing that  the  Joint  Tax  Committee  and  the  Treasury  Depart- 
ment take  into  account  the  behavioral  response  of  taxpayers? 

Mr.  Reischauer.  Yes. 

Mr.  Levin.  Do  you  know  what  happened  in  terms  of  the  1990 
revenue  increases,  whether  they  turned  out  to  be  illusory  or  not? 

Mr.  Reischauer.  No,  I  don't  think  they  did.  I  think  they  were 
quite  genuine. 

Mr.  Levin.  So  on  the  one  hand  it  is  argued  that  the  revenue — 
that  there  should  be  no  tax  increases,  but  then  on  the  other,  that 
people  will  end  up  paying  less  taxes.  It  really  becomes  confusing 
what  the  critics  are  saying.  It  is  also  true  that  up  until  now  we 
really  haven't  seen  a  concrete  alternative  affirm  the  critics.  I  think 
we  can  do  more  and  have  to  do  more  on  deficit  reduction. 

You,  Dr.  Reischauer,  essentially  favor  to  the  extent  you  favor 
anything,  the  action  of  the  Budget  Committee  increasing  the  pro- 
gram cuts. 

Mr.  Reischauer.  The  two  budget  committees  added  to  the  deficit 
reduction  in  the  President's  proposal.  I  think  that  is  the  direction 
in  which  to  go,  until  you  get  to  the  point  where  you  are  undermin- 
ing the  strength  of  the  economy,  but  I  don't  think  we  are  at  that 
point  yet. 

Mr.  Levin.  So  you  think  the  Clinton  original  package  has  been 
strengthened  by  the  budget  cuts  in  the  actions  of  the  two  budget 
committees  and  supported  by  the  President? 

Mr.  Reischauer.  Yes,  I  do. 

Mr.  Levin.  One  last  point  about  the  stimulus  package.  I  don't  re- 
member your  previous  testimony.  Do  you  feel  that  the  rate  of  the 
recovery  is  such  that  the  Congress  should  not  look  at  any  kind  of 
stimulus  package? 

Mr.  Reischauer.  As  you  know,  I  don't  get  into  the  role  of  making 
recommendations  on  policy  issues  that  are  in  front  of  the  Congress. 
I  have  said  in  other  testimonies  that  the  strongest  argument  that 
one  could  make  for  a  stimulus  package  is  that  it  is  the  sugar  coat- 
ing that  is  necessary  to  get  the  Congress  and  the  administration 
and  the  American  people  to  swallow  the  bitter  pill  of  deficit  reduc- 
tion. 
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There  is  also  the  clear  possibility  that  the  recovery  that  appears 
so  strong  could  falter.  It  would  not  be  surprising  to  me  at  all  if  the 
growth  rate  in  the  first  quarter  of  this  year,  or  the  first  half  of  this 
year,  was  moderately  smaller  than  the  growth  rate  that  we  experi- 
enced during  the  last  half  of  1992. 

We  had  a  growth  rate  then  that  was  over  4  percent.  It  is  conceiv- 
able that  we  will  have  a  growth  rate  in  the  first  part  of  this  year 
that  is  under  3  percent.  Whether  that  indicates  some  fundamental 
wavering  of  the  recovery  is  an  issue  that  is  open  to  debate,  and  to 
the  extent  that  the  short-run  stimulus  package  represents  an  in- 
surance policy  to  bolster  the  economy,  it  might  be  viewed  as  a  sen- 
sible move. 

I  think  we  should  keep  this  in  perspective,  however.  The  stimu- 
lus package  that  the  administration  has  proposed  is  really  very, 
very  small  compared  with  the  size  of  our  economy.  It  is  a  package 
that  would,  at  most,  add  a  few  tenths  of  a  percentage  point  to  the 
growth  rate  over  the  course  of  the  next  year  or  year  and  a  half  and 
probably,  because  of  the  nature  of  the  package,  would  subtract 
from  the  growth  that  would  occur  in  1995. 

Mr.  Levin.  Thank  you,  Mr.  Chairman.  I  just  urge  when  we  look 
at  the  so-called  recovery,  and  there  has  been  one,  it  is  not  so-called. 
We  look  at  the  data,  for  example,  on  the  nature  of  the  jobs  that 
have  been  created  and  the  vast  majority  have  been  part-time  jobs 
in  recent  reporting  periods. 

Thank  you. 

Chairman  ROSTENKOWSKI.  Congressman  Thomas. 

Mr.  Thomas.  Thank  you,  Mr.  Chairman.  Good  morning.  Doctor. 
I  don't  want  anyone  to  confuse  your  statement  about  the  stimulus 
being  sugarcoated  to  help  the  bitter  pill  go  down.  Usually  sugar 
coating  is  done  so  that  a  person  can  take  some  medicine  that  will 
help  that  person.  Clearly  the  stimulus  package  is  designed  to  be 
the  sugar-coating  to  get  it  through  Congress,  but  the  bitter  pill  will 
be  swallowed  by  folks  who  aren't  receiving  the  same  medicine  that 
is  in  the  sugar  part  of  the  analogy. 

It  has  been  said  that  you  can't  argue  that  is  better  than  the  cur- 
rent proposal.  There  is,  I  think,  a  device  that  helps  us  understand, 
at  least,  choices  that  were  made.  Do  you,  off*  the  top  of  your  head, 
remember  what  the  mix  between  tax  increases  and  spending  cuts 
was  in  that  1990  agreement? 

Mr.  Reischauer.  Summed  over  the  5  year  period,  one-third  of 
the  $482  billion  in  deficit  reduction  provided  by  the  1990  package 
came  from  revenues  and  two-thirds  came  from  spending  cuts. 

Mr.  Thomas.  So  one-third  was  tax  increases  and  two-thirds  was 
spending  cuts.  On  page  3  of  your  testimony,  you  say,  three-quarters 
of  the  cumulative  deficit  reduction  contained  in  the  administra- 
tion's program  would  stem  from  increases  in  revenues  and  only 
one-quarter  from  cuts  in  outlays. 

Mr.  Reischauer.  That  is  correct. 

Mr.  Thomas.  I  think  that  is  an  objective  ability  to  compare  the 
two.  Whether  you  voted  for  it  or  not,  when  three-quarters  is  coming 
from  tax  increases  and  one-quarter  from  spending  cuts,  as  com- 
pared to  the  1990  agreement  of  one-third  in  increased  revenues 
and  two- thirds  in  spending  cuts,  you  can  say  you  prefer  one  ap- 
proach over  the  other.  In  your  testimony,  on  page  seven  you  say. 


341 

because  the  administration  has  not  detailed  its  specific  changes  in 
debt  management  poHcies,  the  CBO  estimate  does  not  include 
budgetary  savings. 

I  am  sure  you  could  have  said  that  in  a  number  of  other  areas, 
yet  our  colleagues  on  the  other  side  continue  to  argue  there  are  no 
concrete  proposals.  I  think  you  will  find  that  in  many  aspects  of  the 
President's  budget,  there  isn't  enough  of  a  concrete  proposal  for  you 
to  be  able  to  make  an  accurate  estimate  of  what  might  occur  in  the 
dynamics  of  an  area  over  a  period  of  years;  is  that  correct? 

Mr.  Reischauer.  Well,  there  were  a  few  other  small  areas — for 
example,  reforming  power  marketing  administrations — that  we 
didn't  have  the  detail  for.  As  I  pointed  out  in  my  testimony,  on  the 
discretionary  side  we  take  the  President's  proposals  at  face  value, 
and  if  he  says  he  is  going  to  reduce  budget  authority  by  a  certain 
amount,  we  will  give  him  the  associated  outlay  credit  for  that 
under  our  estimates  of  the  outlay  rates. 

It  might  have  different  programmatic  effects  than  he  has  sug- 
gested. 

Mr.  Thomas.  In  the  fifth  paragraph  on  page  2  you  say  the  dif- 
ference between  CBO's  and  the  administration's  estimate  is  largely 
accounted  for  by  the  administration's  "inadvertent"  use  of  different 
economic  assumptions  in  estimating  the  effects  of  these  proposals. 
I  don't  understand  the  word  "inadvertent." 

Can  you  give  me  some  other  definitions  that  might  be  found  in 
a  thesaurus  or  at  least  CBO's  thesaurus  to  explain  "inadvertent?" 

Mr.  Reischauer.  I  am  going  to  give  you 

Mr.  Thomas.  Mistakes? 

Mr.  Reischauer.  Mistaken  would  be  an  accurate  word. 

Mr.  Thomas.  Sloppy? 

Mr.  Reischauer.  Pressed  by  time,  I  would  argue.  This  is  a  situa- 
tion, from  my  understanding  in  which  OMB  and  the 
decisionmakers  asked  the  Health  Care  Financing  Administration  to 
do  these  estimates  and  gave  them  the  proposals  at  a  very  late 
stage,  at  a  stage  at  which  they  didn't  have  time  to  reprogram  their 
models  using  new  economic  assumptions.  I  am  not  even  sure  that 
the  folks  at  OMB  knew  the  economic  assumptions  that  these  Medi- 
care changes  were  being  estimated  on  until  after  the  fact. 

Mr.  Thomas.  On  page  3  of  your  testimony,  you  say  the  existence 
of  competing  baselines  and  competing  estimates  creates  consider- 
able confusion.  During  the  President's  State  of  the  Union  Address, 
in  what  I  assume  was  an  ad-lib  to  a  response  on  our  side  of  the 
aisle  when  the  President  was  quoting  budget  numbers,  the  Presi- 
dent said,  "Well,  you  can  laugh,  my  fellow  Republicans,  but  I  will 
point  out  that  the  Congressional  Budget  Office  was  normally  more 
conservative  in  what  it  was — in  what  was  going  to  happen  and 
closer  to  right  than  previous  Presidents  have  been.  Let's  at  least 
argue  about  the  same  set  of  numbers  so  the  American  people  will 
think  we  are  shooting  straight  with  them."  Despite  this,  you  say 
the  existence  of  competing  baselines  and  competing  estimates  cre- 
ates considerable  confusion.  Am  I  to  assume  then  that  the  Presi- 
dent's remarks  when  he  says  that  you  have  been  closer  to  right 
than  previous  Presidents  includes  the  current  one? 

Mr.  Reischauer.  I  will  let  history  be  the  judge  of  that,  Mr. 
Thomas. 
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Mr.  Thomas.  When  he  said  he  thought  we  should  be  straight 
with  the  American  people  by  using  a  single  set  of  numbers,  is  your 
confusion  over  the  fact  that  there  is  not  agreement  on  a  single  set 
of  numbers? 

Mr.  Reischauer.  Well,  what  we  have  done  in  our  report  is  pro- 
vide you  with  estimates  of  the  President's  policies 

Mr.  Thomas.  Why  do  you  use  the  term  confusion  in  your  report? 
Is  it  because  there  are  different  sets  of  numbers? 

Mr.  Reischauer.  Yes,  there  are. 

Mr.  Thomas.  OK.  And  he  said  that  the  American  people  will 
think  we  are  shooting  straight  if  we  use  the  same  set.  I  believe 
there  is  a  movie  called  "The  Gang  Who  Couldn't  Shoot  Straight," 
and  if  in  fact  most  of  the  criticism  has  been  that  we  haven't  had 
a  similar  set  of  numbers  to  work  with  and  it  has  been  a  problem 
with  previous  Presidents,  I  think  it  is  fairly  obvious  it  is  a  problem 
with  the  current  one  as  well. 

Chairman  ROSTENKOWSKI.  Mr.  Payne. 

Mr.  Payne.  Thank  you  very  much,  Mr.  Chairman.  Dr. 
Reischauer,  welcome,  and  thank  you  for  your  testimony.  I  found  it 
very,  very  helpful.  I  would  like  to  pursue  some  of  the  overall  or  the 
macroeconomic  positions,  particularly  the  characterization  of  the 
CBO  estimates,  and  by  that  the  estimates  I  suppose  or  the  assump- 
tions about  the  rate  of  growth  or  the  GDP  over  time  as  being  con- 
servative. 

Would  you  comment  on  the  accuracy  of  that  characterization? 

Mr.  Reischauer.  CBO's  economic  forecasts  for  the  short  run 
have,  in  fact,  been  quite  similar  to  those  of  the  Bush  administra- 
tion. There  has  not  been  a  lot  of  difference  since  the  1990  budget 
agreement  in  the  short-run  outlook  predicted  by  the  Council  of  Eco- 
nomic Advisers  and  the  Congressional  Budget  Office.  However, 
many  budget  decisions  are  made  with  a  five-year  window,  and  by 
and  large,  both  Republican  and  Democratic  administrations  have 
assumed  more  robust  economic  growth  in  years  three,  four,  and 
five  of  the  projection  period  than  we  have  at  CBO.  So  the  long-run 
outlook  has  often  been  quite  a  bit  more  optimistic  under  the  admin- 
istration's projections  than  under  the  Congressional  Budget  Office's 
projections,  and  the  Congressional  Budget  Office's  projections  have 
been  closer  to  reality,  unfortunately. 

Mr.  Payne.  As  you  look  at  this  in  an  historical  perspective,  but 
as  you  look  ahead,  even  those  assumptions  that  are  used  by  busi- 
ness, the  Blue  Chip  indicators  and  others,  aren't  they  generally 
higher  than  the  assumptions  by  rates  of  growth,  higher  than  those 
that  are  currently  being  used  by  CBO? 

Mr.  Reischauer.  I  believe  the  actual  level  of  GDP  5  years  from 
now  in  the  Blue  Chip  forecast  has  been  virtually  identical  to  that 
of  the  Congressional  Budget  Office  forecast,  although  the  pattern 
of  growth  is  different  in  the  intervening  years.  By  and  large,  if  I 
remember  correctly,  we  predicted  more  rapid  growth  over  the  next 
few  years  than  the  Blue  Chip,  but  slower  growth  in  1997  and  1998 
than  the  Blue  Chip,  but  we  ended  up  at  about  the  same  place. 

Mr.  Payne.  So  we  should  view  this  as  a  very  realistic  and  not 
a  rosy  scenario  as  we  look  at  the  next  5  years  in  terms  of  the  as- 
sumptions? 
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Mr.  Reischauer.  Our  forecast  is  not  a  rosy  forecast  at  all.  It  is 
a  very  middle-of-the-road,  balanced  look  at  the  future  that  will 
exist  if  major  steps  aren't  taken  to  deal  with  the  deficit  and  change 
the  economic  course  this  country  is  on. 

Mr.  Payne.  You  mentioned  that  if  CBO  had  reviewed  the  Presi- 
dent's package,  that  you  had  found  roughly  $65  billion  in  dif- 
ferences, but  yet  table  1  shows  that  in  1997  if  you  look  at  the  defi- 
cit that  is  projected,  the  deficit  is  actually  slightly  less  than  that 
that  was  proposed  in  the  President's  package.  Is  that  correct?  The 
$204.9  billion? 

Mr.  Reischauer.  This  is  table  1? 

Mr.  Payne.  Table  1. 

Mr.  Reischauer.  You  are  talking  about  table  1  of  a  different  re- 
port, I  believe,  not  my  testimony. 

Mr.  Payne.  No,  it  is  your  testimony. 

Mr.  Reischauer.  With  respect  to  1997? 

Mr.  Payne.  With  respect  to  1997  the  deficit. 

Mr.  Reischauer.  CBO's  estimate  of  the  deficit  is  a  few  billion 
dollars  lower  than  the  President's  estimate  of  the  deficit.  A  lot  of 
that  difference  is  the  result  of  different  estimates  of  the  baseline 
situation;  the  administration  and  CBO  disagree  on  what  the  deficit 
would  be  if  there  are  no  changes  in  current  policy. 

We  think  it  would  be  lower  than  the  administration  thinks  it 
would  be  because  we  think  more  revenue  will  be  coming  into  the 
system,  even  without  policy  changes,  than  the  administration  be- 
lieves. 

Mr.  Payne.  So  is  it  accurate  to  say  that  in  aggregate,  if  you  look 
at  the  end  result  in  terms  of  the  deficit  figure  in  1997,  that  your 
assessment  would  be  that  you  would  agree — in  essence  agree 
with 

Mr.  Reischauer.  We  agree  with  the  bottom  line  number,  but  we 
get  there  through  a  different  reasoning  process. 

Mr.  Payne.  To  the  extent  we  are  successful  as  to  the  budget  reso- 
lution of  making  those  adjustments  that  you  had  suggested,  then 
we  will  get  to  an  even  lower  bottom  line  than  either  you  or  the 
President  would  have 

Mr.  Reischauer.  You  would  get  to  a  deficit  below  $200  billion. 

Mr.  Payne.  Thank  you  very  much. 

Chairman  Rostenkowski.  Mr.  Neal  will  inquire. 

Mr.  Neal.  Thank  you,  Mr.  Chairman.  Doctor,  the — one  of  the 
things  I  am  struck  by  here  on  Capitol  Hill  is  the  rhythm  of  issues, 
how  they  tend  to  take  on  a  life  of  their  own,  then  interest  subsides, 
and  you  didn't  mention  the  S&L  bailout  this  morning,  which  I  still 
believe,  having  spent  some  time  in  purgatory  over  in  the  Banking 
Committee,  that  that  issue  is  still  with  us,  is  it  not? 

Mr.  Reischauer.  It  is  still  with  us,  and  we  have  built  into  our 
baseline  forecast  an  assumption  that  the  Congress  provides  the 
RTC  with  the  funds  that  it  needs  to  take  care  of  the  S&L  problem 
in  full  and  that  the  resources  are  provided  to  the  RTC  in  a  timely 
fashion — in  other  words,  that  you  should  be  acting  as  we  are 
speaking  right  now. 

We  have  an  assumption  that,  over  the  1993  to  1998  period, 
roughly  $50  billion  more  will  have  to  be  appropriated  for  the  final 
stages  of  the  S&L  cleanup  and  the  capitalization  of  the  SAIF,  the 
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agency  that  is  going  to  replace  the  RTC  come  September  of  this 
year. 

Mr.  Neal.  In  your  estimate,  what  has  lower  interest  rates  meant 
to  the  size  of  that  deficit  as  you  project? 

Mr.  Reischauer.  Lower  interest  rates  have  strengthened  the 
savings  and  loan  industry,  strengthened  the  banking  industry,  and 
reduced  the  costs  of  the  S&L  bailout,  and  we  have  reduced  our  esti- 
mate accordingly,  both  in  January  and  more  recently.  It  is  good 
news,  and  if  the  lower  interest  rates  that  we  are  experiencing  now 
lead  to  strengthening  of  economic  activity,  there  will  be  further 
good  news.  But  there  is  no  getting  around  the  fact  that  tens  of  bil- 
lions of  dollars  are  still  going  to  have  to  be  appropriated  to  clean 
up  the  remnants  of  this  problem. 

Mr.  Neal.  As  you  preview  the  future,  you  went  to  1998  and  you 
have  suggested,  I  think  most  agree,  that  the  worst  of  the  S&L  bail- 
out is  behind  us. 

Mr.  Reischauer.  Correct. 

Mr.  Neal.  You  are  suggesting  that  we  ought  to  get  on  with  it? 

Mr.  Reischauer.  The  longer  we  avoid  getting  on  with  it,  the 
costlier  it  will  be  to  the  American  taxpayer  in  the  long  run. 

Mr.  Neal.  Given  current  interest  rates,  there  is  a  sign  of  hope 
then  that  it  will  not  cost  what  we  originally  assumed  it  would  cost; 
is  that  correct? 

Mr.  Reischauer.  Well,  it  certainly  is  not  going  to  cost  as  much 
as  CBO  feared  it  would  cost  several  years  ago.  Our  numbers  are 
down  by  tens  of  billions  of  dollars. 

Mr.  Neal.  Do  you  have  rough  parameters? 

Mr.  Reischauer.  I  don't  have  the  rough  parameters  today,  but 
I  will  be  talking  about  that  tomorrow  before  the  banking  sub- 
committee. 

Mr.  Neal.  Thank  you.  Thank  you,  Mr.  Chairman. 

Mr.  Reischauer.  I  can  provide  the  numbers  for  the  record. 

Mr.  Neal.  I  would  like  to  take  a  look  at  those. 

[The  information  follows:] 

For  purposes  of  summarizing  the  long-term  costs  of  the  savings  and  loan  crisis, 
the  most  useful  measure  is  a  present-value  estimate  of  past,  present,  and  future  net 
costs  of  resolving  failed  thrifts.  (The  federal  budget,  in  contrast,  records  the  yearly 
net  flows  of  cash  in  nominal  dollars.)  The  Congressional  Budget  Office  (CBO)  now 
estimates  that  losses  in  failed  financial  institutions  will  cost  the  Resolution  Trust 
Corporation  (RTC)  or  its  successor  $120  billion  on  a  present-value  basis,  bringing 
the  total  cost  of  the  thrift  crisis  to  $180  billion  since  1980. 

The  $120  billion  estimate  for  cleaning  up  the  thrift  crisis  is  $15  bilUon  lower  than 
the  estimate  CBO  prepared  last  summer,  reflecting  continued  improvement  in  the 
condition  of  the  thrift  industry.  Our  analysis  of  the  financial  condition  of  the  thrift 
industry  in  recent  quarters  suggests  that  fewer  institutions  are  facing  insolvency, 
and  that  the  losses  associated  with  resolving  those  thrifts  are  diminishing.  The  re- 
moval of  many  hemorrhaging  thrifts,  the  unusually  wide  spread  between  borrowing 
and  lending  rates,  and  changes  in  law  and  regulatory  behavior  have  all  contributed 
to  this  improvement.  Several  different  methodologies  used  to  estimate  future  losses 
seem  to  confirm  this  pattern  and  provide  the  basis  for  the  projections. 

Despite  this  reduction  in  the  estimated  size  of  the  problem,  a  significant  number 
of  problem  thrifts  still  require  closure  and  resolution.  CBO  expects  that  the  Con- 
gress would  need  to  appropriate  about  $50  billion  to  the  RTC  or  the  Savings  Asso- 
ciation Insurance  Fund  (SAIF),  its  successor  agency,  to  cover  the  remaining  shortfall 
in  losses  form  insolvent  thrifts  and  to  build  the  SAIF's  reserves  to  the  level  specified 
in  law  by  1998. 

Chairman  ROSTENKOWSKI.  Mr.  Shaw.  Mr.  Hancock.  Mr.  Running. 
Mr.  Running.  Thank  you,  Mr.  Chairman. 
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Dr.  Reischauer,  the  economy,  according  to  the  releases  that  I 
have  seen,  grew  3.4  percent  in  the  third  quarter  of  1992  and  4.8 
percent  in  the  fourth  quarter  of  1992.  In  a  normal  recovery  or  in 
any  recovery,  is  it  normal  for  the  gross  domestic  product  not  to  con- 
tinue in  an  upward  spiral,  but  to  level  off  and  grow  at  a  lesser  rate 
than,  for  example,  4.8  percent  in  the  first  quarter  of  1993?  What 
would  you  project  the  normal  recovery  growth  rate  to  be? 

Mr.  Reischauer.  Quarterly  rates  of  growth  bounce  around  a  lot, 
and  I  don't  think  we  should  design  economic  policy  to  try  to  smooth 
out  quarterly  rates.  It  would  be  a  futile  exercise.  The  growth  in  the 
last  half  of  1992  exceeded  the  underlying  strength  of  the  economy; 
we  had  a  more  rapid  growth  of  consumption  than  of  income,  so  sav- 
ing rates  went  down. 

It  is  likely  that  in  the  first  half  of  this  year,  households  will  at- 
tempt to  shave  a  little  bit  off  of  their  consumption  to  add  back  to 
their  savings  balances.  The  problem  during  1992,  as  Mr.  Levin  has 
pointed  out,  is  that  we  had  very  weak  growth  of  employment  and 
very  weak  growth  of  incomes,  so  we  are  now  resting  our  hopes  for 
a  continued  modest  recovery  on  the  expectation  that  we  are  going 
to  get  some  substantial  increases  in  employment  over  the  next  few 
months. 

Mr.  BUNNING.  But  isn't  it  normal  when  you  go  into  a  recession, 
that  the  last  numbers  would  be  affected  are  employment  numbers? 
And  when  you  come  out,  it  seems  that  they  are  the  last  numbers 
to  go  the  other  way. 

Mr.  Reischauer.  That  is  true,  but  we  have  been  in  a  very  long 
period  of  economic  purgatory.  The  recession  officially  ended  in  the 
spring  of  1991  and  here  it  is  2  years  later.  The  growth  that  we 
experienced 

Mr.  Running.  But  in  numbers,  you  are  talking  about  the  num- 
bers, according  to  the  feeling  of  the  American  people,  it  didn't  end 
until  after  the  election. 

Mr.  Reischauer.  That  was  because 

Mr.  BUNNING.  The  numbers  that  you  are  talking  about. 

Mr.  Reischauer.  Correct.  The  problem  was  that  the  recovery 
was  occurring  at  such  a  slow  pace  that  it  was  not  apparent  to 
many  in  America.  Of  course,  the  news  was  dominated  by  corporate 
restructures  and  layoffs,  which  cast  a  pall  over  the  American  pub- 
lic. 

Mr.  BUNNING.  Let  me  get  to  one  other  question.  The  President's 
budget  claims  to  create  jobs,  particularly  through  the  stimulus 
package.  Given  the  present  forecasts  for  the  economy,  why  in  the 
world  do  we  need  a  stimulus  package  right  now  and  why  would  it 
be  good?  If  it  is  such  a  huge  economy,  7-trillion-plus  dollars,  why 
would  a  stimulus  package  of  approximately  $31  billion  have  any  ef- 
fect at  all  except  very  short  term? 

Mr.  Reischauer.  As  I  pointed  out  in  my  answer  to  a  previous 
question,  it  would  have  a  very  tiny  impact.  Remember  that  one  as- 
pect of  the  stimulus  package  was  an  extension  of  the  unemploy- 
ment provisions  that  we  had,  and  that  has  already  been  passed. 
What  remains 

Mr.  BUNNING.  It  has  not  been  paid  for  either  but  it  is  on  the  bot- 
tom line  of  the  deficit  for  1993. 
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Mr.  Reischauer.  Right.  What  remains  is  a  decision  with  respect 
to  the  investment  tax  credits  and  the  spending.  The  spending,  as 
you  know,  will  take  many  months  to  get  into  the  American  econ- 
omy because  much  of  it  is  infrastructure-oriented  and  those  pro- 
grams spend  money  at  a  very  slow  rate.  So  the  full  impact  might 
not  be  felt  for  a  year  or  so. 

Mr.  BUNNING.  OMB  shows  unemployment  under  the  budget  poli- 
cies as  dropping  only  0.3  percent  when  fully  enacted  by  1998.  What 
is  CBO's  estimate  on  unemplojrment  over  the  period  of  this  pack- 
age? 

Mr.  Reischauer.  We  have  not  done  a  new  forecast  that  would 
provide  a  new  unemployment  rate.  Overall,  given  what  I  said  be- 
fore, which  is  that  GDP  under  this  proposal  will  be  very  little  dif- 
ferent than  it  would  be  under  a  baseline  forecast,  I  would  expect 
our  unemployment  rate,  if  we  did  this  kind  of  exercise,  to  be  rough- 
ly that  of  our  baseline  forecast. 

Mr.  BUNNING.  In  other  words,  are  you  saying  that  you  are  going 
to  differ  from  OMB  or  that  your  projections  would  be  similar? 

Mr.  Reischauer.  Our  projections,  I  think,  would  be  very  little 
different  from  what  they  are  right  now.  In  a  sense,  that  is  good 
news.  What  a  deficit  reduction  package  does,  remember,  is  apply 
a  dose  of  fiscal  restraint  to  the  economy.  It  increases  taxes;  it  cuts 
government  spending.  Those  factors  slow  down  the  economy. 

One  would  expect  deficit  reduction  over  a  3-  to  5-year  period  to 
lead  to  a  modest  reduction  in  GDP  and  a  modest  increase  in  unem- 
ployment. However,  if  we  get  a  good  response  with  respect  to  inter- 
est rates,  that  can  offset  the  contractionary  impact  of  fiscal  re- 
straint. 

Mr.  BUNNING.  You  don't  believe  that  interest  rates  are  going  to 
get  better?  You  mean  interest  rates  are  going  to  stay  the  same  or 
grow  very  slightly.  You  can't  believe  they  are  going  to  get  better? 

Mr.  Reischauer.  I  am  not  in  the  business  of  predicting  interest 
rates  from  that  standpoint.  It  is  probable  that  short-term  interest 
rates  will  rise  gradually  over  the  next  couple  of  years  as  the  econ- 
omy strengthens.  Long-term  interest  rates  have  come  down  sub- 
stantially over  the  last  2  months. 

If  there  is  a  significant  budget  package  adopted  into  law  and 
some  reinforcement  of  those  decisions  with  an  extension  of  our 
budget  enforcement  procedures,  it  would  not  surprise  me  at  all  to 
see  long-term  rates  inch  down  a  little  bit  from  where  they  are  now. 

Mr.  BUNNING.  Thank  you. 

Chairman  Rostenkowski.  Mr.  Hoagland  will  inquire. 

Mr.  Hoagland.  Thank  you,  Mr.  Chairman,  and  welcome  to  the 
committee,  Mr.  Reischauer.  The  precision  you  bring  to  these  issues 
is  always  very  helpful.  I  would  like  to  talk  for  a  moment  about  the 
incremental  investment  tax  credit,  the  credit  that  corporations  of 
over  $5  million  are  entitled  to  take  advantage  of  under  the  Presi- 
dent's proposal  on  a  temporary  basis  and  I  wonder  first  of  all,  if 
you  have  scored  the  cost  of  that,  if  you  could  tell  us  what — approxi- 
mately what  it  would  cost  if  we  implemented  that  as  proposed? 

Mr.  Reischauer.  The  numbers  that  we  have  on  that  are  from 
the  Joint  Committee  on  Taxation.  They  do  the  revenue  estimating. 
I  believe  the  cost  is  roughly  $12  billion  over  the  next  5  years. 
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Mr.  HOAGLAND.  And  the  duration  of  the  proposal,  Mr. 
Reischauer? 

Mr.  Reischauer.  The  large-scale  revenue  losses  from  that  would 
be  in  1994  and  1995,  but  then  the  effect  tails  off,  and  there  is  real- 
ly no  appreciable  impact  by  the  time  we  get  to  1997  or  1998. 

Mr.  HOAGLAND.  And  the  credit  itself  is  a  2-year  credit;  is  that 
right?  It  is  due  to  expire  in  2  years? 

Mr.  Reischauer.  Yes. 

Mr.  HOAGLAND.  Now  I  visited  with  a  number  of  corporate  leaders 
about  this  myself,  both  in  Omaha  and  outside  of  Omaha  and  they 
are  telling  me  that  they  would  be  happy  to  take  the  credit,  take 
the  tax  benefits,  but  that  it  will  not  affect  their  investment  deci- 
sions basically. 

I  noticed  in  response  to  the  Chairman's  question  on  this  subject, 
you  indicated  that  you  thought  that  large  corporations  might  re- 
spond around  the  edges  and  they  might  even  shift  some  spending 
forward  but  that  would  have  the  effect  of  reducing  longer  term  eco- 
nomic activity  if  they  did  that. 

Mr.  Reischauer.  It  largely  affects  the  timing  of  investment, 
rather  than  the  longrun  overall  level  of  investment. 

Mr.  HOAGLAND.  And  that  wouldn't  necessarily  have  a  longrun 
overall  beneficial  effect  because  it  would  simply  move  forward  some 
investments;  is  that  right? 

Mr.  Reischauer.  Correct.  It  would  have  a  very  modest  impact  in 
the  long  run. 

Mr.  HOAGLAND.  Now,  Mr.  Reischauer,  is  this  one  of  those  fea- 
tures that  you  referred  to  earlier  in  response  to  questions  by  the 
Chairman  that  would  turn  away  from  the  1986  reforms? 

Mr.  Reischauer.  Well,  the  investment  tax  credit  we  had  at  that 
point  was  a  permanent  one,  and  this  is  temporary  and  clearly  de- 
signed solely  as  a  stimulus  measure  to  help  the  economy  along.  But 
in  the  sense  that  it  is  a  special  provision  similar  to  ones  that  we 
have  had  in  the  past  when  we  had  a  more  complex  Tax  Code,  the 
answer  is  yes. 

Mr.  HOAGLAND.  Now,  I  also  understand  that  roughly  speaking, 
this  would  spend  about  the  same  amount  that  a  1  percent,  one  of 
the  two  proposed  increases  in  corporate  taxes  would  raise.  Is  that 
right? 

Mr.  Reischauer.  That  is  roughly  correct. 

Mr.  HOAGLAND.  So  it  is  roughly  a  wash  in  terms  of 

Mr.  Reischauer.  Over  the  5-year  period,  but  a  1  percentage 
point  reduction  in  the  corporate  tax  rate  would  of  course  go  on  and 
on. 

Mr.  HOAGLAND.  But  in  5  years — it  would  be  a  wash  over  5  years? 

Mr.  Reischauer.  I  believe  the  1  percent  tax  rate  reduction  is 
slightly  larger  than  this,  so  it  is  not  quite  a  wash,  but  it  is  in  the 
same  ballpark. 

Mr.  HOAGLAND.  Now,  I  am  also  told  that  about 

Mr.  Reischauer.  It  is  sort  of,  let's  say,  roughly  $16  versus  $12 
billion. 

Mr.  HOAGLAND.  I  am  also  told  that  about  40  percent  of  the  bene- 
fits of  incremental  investment  tax  credit  would  go  overseas. 

Mr.  Reischauer.  I  don't  have  an  independent  estimate  of  that. 

Mr.  HOAGLAND.  All  right. 
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Mr.  Reischauer.  Certainly,  a  substantial  chunk  of  the  equip- 
ment that  manufacturers  and  businesses  buy  is  produced  abroad. 

Mr.  HOAGLAND.  Now,  if  we  were  to  use  the  standards,  the  three 
general  standards  that  we  try  to  apply  to  proposed  changes  in  the 
tax  laws,  fairness  and  simplicity  and  efficiency  in  growth,  which 
would  be — ^which  would  more  likely  promote  those  three  goals,  the 
temporary  investment  tax  credit  as  proposed  by  the  President  or 
cutting  in  half  the  proposed  increase  in  corporate  income  taxes? 

Mr.  Reischauer.  Well,  on  those  three  dimensions,  certainly  it 
would  be  cutting  in  half  the  corporate  tax  increase.  But  I  think  we 
have  to  add  another  dimension,  which  is  the  motivation  behind  the 
President's  proposal,  and  that  is  shortrun  economic  stimulus.  On 
that  fourth  dimension,  a  temporary  investment  tax  credit  would 
come  out  ahead. 

Mr.  HOAGLAND.  That  is  assuming  that  it  would,  in  fact,  £iffect 
corporate  behavior  to  a  significant  degree. 

Mr.  Reischauer.  Even  to  a  modest  degree. 

Mr.  HOAGLAND.  If  it  affected — ^you  mean  if  most  of  it  were  wind- 
fall and  some  of  the  affected 

Mr.  Reischauer.  Certainly,  to  the  extent  that  there  is  a  windfall 
element  included,  you  are  correct,  but  by  making  the  tax  credit  in- 
cremental, there  is  an  effort  to  reduce  that  windfall  portion.  Of 
course,  by  reducing  that,  one  inevitably  has  to  produce  a  complex 
system  of  regulations  and  monitoring  devices. 

Mr.  HOAGLAND.  Mr.  Chairman,  if  I  can  ask  one  more  brief  ques- 
tion, I  would  like  you  to  again  use  the  standards,  Mr.  Reischauer, 
of  fairness,  simplicity  and  efficiency  in  growth  and  tell  me  which 
would  be  more  consistent  with  those  standards,  this  incremental 
investment  tax  credit  or  simply  applying  the  $12  billion  that  it 
would  cost  against  the  deficit. 

Mr.  Reischauer.  You  know,  once  again,  we  are  comparing  apples 
and  oranges.  On  the  simple  grounds  that  you  are  laying  out,  in 
which  you  are  setting  down  the  rules,  you  get  the  answer  you 
want. 

Mr.  HOAGLAND.  Which  is  what? 

Mr.  Reischauer.  Which  is  deficit  reduction. 

Mr.  HOAGLAND.  Thank  you,  Mr.  Chairman.  I  have  no  further 
questions. 

Chairman  Rostenkowski.  Mr.  McNulty  will  inquire. 

Mr.  McNuLTY.  Thank  you,  Mr.  Chairman.  Dr.  Reischauer,  one  of 
the  issues  that  has  been  mentioned  here  this  morning,  although 
very  briefly,  is  health  care  reform.  Most  people  recognize  that  that 
has  a  lot  to  do  with  our  ability  to  impact  deficit  reduction  in  the 
years  ahead.  Almost  everybody  in  this  town  has  said  that  they  are 
in  favor  of  comprehensive  health  care  reform. 

The  only  problem  is  that  everyone  has  a  different  solution,  and 
there  is  no  consensus  yet  on  what  we  ought  to  do.  The  President 
in  his  State  of  the  Union  Address  emphasized  the  need  to  move 
quickly  on  this  issue.  What  concerns  me  a  little  bit  is  the  subse- 
quent idea  of  trying  to  link  health  care  reform  and  deficit  reduction 
in  the  same  package.  My  fear  is  that  if  we  try  to  do  that,  we  could 
end  up  sinking  both  of  them.  It  occurs  to  me  that  there  is  some- 
thing of  a  consensus  right  now  on  deficit  reduction  in  general,  and 
the  President's  plan  in  particular.  But  we  are  not  even  at  the  be- 
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ginning  of  a  consensus,  in  my  view  anyway,  on  health  care  reform. 
What  is  your  view  as  to  the  advisability  of  trying  to  link  these  two 
issues? 

Mr.  Reischauer.  Well,  I  am  not  in  a  position  to  advise  the  lead- 
ers of  Congress  on  how  to  order  the  legislative  schedule.  I  share 
your  concerns  in  the  sense  that  health  care  reform  is  going  to  in- 
volve substantial  restructuring  of  a  major  segment  of  our  econ- 
omy— 14  percent  of  our  economy  is  now  in  the  health  care  sector. 

This  is  an  issue  that  is  going  to  affect  many  people.  It  is  going 
to  raise  concerns  and  cross  the  jurisdictions  of  many  committees 
within  the  Congress,  so  inevitably  it  is  going  to  be  an  extremely 
complex  legislative  scheduling  process  to  get  substantial  health 
care  reform  through  the  Congress. 

Deficit  reduction  also  is  a  very  complex  issue,  one  that,  when  the 
reconciliation  instructions  that  go  along  with  the  budget  resolution 
are  completed,  will  also  affect  a  great  many  committees  within  the 
Congress,  and  it  has  not  proven  easy  in  the  past  to  get  omnibus 
reconciliation  measures  through  the  Congress. 

It  has  been  nip  and  tuck,  and  one  certainly  can  question  whether 
putting  these  two  very  complex  issues  together  wouldn't  just  choke 
the  process  entirely. 

Mr.  McNULTY.  Thank  you.  On  deficit  reduction  in  particular,  you 
mentioned  in  your  statement  that  we  anticipate  a  budget  deficit 
this  year  of  about  $322  billion  and  that  if  the  Clinton  program  is 
enacted,  by  the  time  we  get  to  1997 

Mr.  Reischauer.  That  was  a  1997  number,  $322  billion.  If  we 
did  nothing  now  but  continue  programs  on  automatic  pilot,  so  to 
speak,  CBO  estimates  that  in  1997  the  deficit  would  be  $322  bil- 
lion. This  year,  1993,  we  expect  the  deficit  to  be  $302  billion. 

Mr.  McNULTY.  $302  this  year? 

Mr.  Reischauer.  Up  from  $290  last  year. 

Mr.  McNuLTY.  And  in  1997,  with  the  implementation  of  the  Clin- 
ton plan,  we  would  go  to  the  $205. 

Mr.  Reischauer.  Correct. 

Mr.  McNuLTY.  OK.  Now,  did  you  also  say  that  when  we  get  to 
that  point  in  time,  if  we  wanted  to  move  toward  a  balanced  budget 
by  the  year  2003,  that  we  would  need  to  enact  another  deficit  re- 
duction plan  about  twice  as  big  as  the  one  we  are  doing  right  now? 

Mr.  Reischauer.  I  actually  used  1997  as  the  implementation 
date,  simply  because  this  is  1993  and  the  last  time  we  took  a  bite 
out  of  this  apple  was  in  1990.  Let's  presume  that  the  Congress  gets 
back  together  with  the  administration  3  years  from  now,  in  1996, 
and  enacts  a  program  that  would  start  in  1997.  The  size  of  that 
program  over  the  ensuing  5  years  would  have  to  be  a  little  bit  more 
than  twice  as  large  as  the  package  that  the  President  has  proposed 
to  you  now. 

Mr.  McNULTY.  Let  me  get  to  my  question  before  my  time  runs 
out.  Although  I  am  not  fixed  on  trying  to  tag  a  particular  year  for 
getting  to  a  balanced  budget,  every  time  I  go  home  and  look  at  my 
four  daughters  and  think  about  the  children  of  this  country,  I  think 
that  I  would  like  to  be  around  when  we  see  a  balanced  budget  in 
this  country  and  begin  to  reduce  the  national  debt  instead  of  in- 
creasing it  every  year.  Considering  the  fact  that  it  might  be  dif- 
ficult to  expect  that  we  would  do  a  deficit  reduction  package  that 
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large  in  1997,  how  long  would  it  take  for  us  to  get  to  a  balanced 
budget  if  we  did  something  similar  to  what  we  are  doing  now  and 
move  along  those  lines? 

How  long  would  it  take,  practically  speaking?  Just  a  guesstimate 
to  get  to  a  balanced  budget. 

Mr.  Reischauer.  In  a  way  that  is  an  unanswerable  question  be- 
cause much  depends  upon  the  composition  of  these  deficit  reduction 
packages. 

Mr.  McNULTY.  You  gave  an  estimate  of  how  long  it  would  take 
if  we  enacted  a  package  twice  as  big  as  the  one  that  we  are  doing 
right  now,  so  it  would  seem  to  me  that  we  would  be  able  to  project 
how  long  it  would  take  if  we  did  a  package  the  same  as  the  one 
we  are  doing  now. 

Mr.  Reischauer.  And  then  did  another  one  3  years  later  and  an- 
other one  3  years  after  that 

Mr.  McNULTY.  Yes. 

Mr.  Reischauer  [continuing].  Of  equal  size. 

Mr.  McNuLTY.  Yes. 

Mr.  Reischauer.  You  would  probably  be  looking  at  the  second 
decade  of  the  next  century,  but  what  I  was  going  to  say  was  that 
a  lot  depends  on  the  composition  of  these  deficit  reduction  meas- 
ures. If  a  substantial  component  of  the  next  package  were  to  be 
some  kind  of  reform  in  our  health  care  system  that  in  the  long  run 
would  hold  down  Medicare  and  Medicaid  spending,  you  might  get 
a  much  shorter  glide  path  because  it  is,  after  all.  Medicare  and 
Medicaid  that  are  driving  us  into  these  large  deficits. 

Mr.  McNuLTY.  Thank  you.  Dr.  Reischauer.  Thank  you,  Mr. 
Chairman. 

Chairman  ROSTENKOWSKI.  Mr.  Grandy. 

Mr.  Grandy.  Thank  you,  Mr.  Chairman.  Dr.  Reischauer,  wel- 
come back.  I  think  you  testified  earlier  this  morning  that  you 
thought  the  net  effect  of  the  stimulus  package  in  terms  of  an  eco- 
nomic stimulus  would  only  amount  to  a  few  tenths  of  a  percent, 
isn't  that  correct? 

Mr.  Reischauer.  That  is  correct. 

Mr.  Grandy.  Would  you  define  that  as  enough  to  provide  insur- 
ance against  the  recurrence  of  a  recession,  just  from  what  you  have 
seen  of  the  package? 

Mr.  Reischauer.  No,  but  I  don't  think  there  is  a  danger  of  a  re- 
currence of  a  recession,  defined  as  a  recurrence  of  negative  growth 
of  GDP. 

Mr.  Grandy.  I  wanted  to  say  that  as  a  prelude  to  what  I  really 
wanted  to  query  you  about,  which  is,  can  you  provide  for  me  the 
true  definition  of  emergency  as  it  is  laid  out  under  the  1990  act  as 
a  designation  for  emergency  spending.  In  your  view,  as  the  Director 
of  CBO,  what  do  you  see  that  as? 

Mr.  Reischauer.  My  definition  would  be  that  when  political 
leaders  at  both  ends  of  Pennsylvania  Avenue  regard  something  an 
emergency,  it  is  an  emergency. 

Mr.  Grandy.  That  I  think  is  the  best  answer  you  will  ever  give 
in  front  of  this  committee.  Dr.  Reischauer. 

Mr.  Reischauer.  Can  I  go  home  now? 

Mr.  Grandy.  Let  me  just  read  for  you  something  that  was  appar- 
ently used  during  the  Bush  administration  and  then  was  concurred 
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to,  as  I  understand  it,  by  the  Clinton  administration.  I  am  reading 
from  a  letter  by  the  current  Budget  Director,  Leon  Panetta,  to  the 
ranking  member  of  the  Appropriations  Committee,  Joe  McDade 
and  he  calls  it,  I  am  quoting  now,  "A  necessary  expenditure  that 
is  sudden,  urgent  and  unforeseen  and  is  not  permanent,"  and,  he 
goes  on  to  say,  "depends  upon  common  sense  judgment  made  on  a 
case-by-case  basis  about  whether  the  totality  of  facts  and  cir- 
cumstances indicate  a  true  emergency  about  whether  the  needs  can 
be  absorbed  within  the  existing  level  of  resources  available."  Mr. 
Panetta  says  at  the  end  of  this  paragraph  that  he  believes  this  def- 
inition has  worked  reasonably  well. 

So  the  reason  I  asked  you  the  question  about  the  stimulus  pack- 
age is  that  the  quote  to  provide  insurance  against  a  recurrence  of 
a  recession  is  what  the  Budget  Director  also  says  is  the  justifica- 
tion for  the  emergency  stimulus  package.  I  guess  I  would  ask  you, 
having  looked  at  the  upcoming  dire  emergency  supplemental  that 
we  will  be  obliged  to  pass  simultaneously  with  the  budget  resolu- 
tion, do  you  think  these  really  meet  an  emergency  criteria  beyond 
the  kind  of  obviously  carefully  thought  out  political  response  you 
made? 

I  am  wondering  about  this  in  terms  of  urgent,  unforeseen,  not 
permanent  and  something  that  really  justifies  an  emergency  bor- 
rowing of  future  funds.  Could  I  have  your  thoughts  on  that? 

Mr.  Reischauer.  Well,  this  certainly  isn't  a  response  to  a  hurri- 
cane or  a  civil  disorder  of  some  kind,  or  an  international  crisis  like 
the  Gulf  War  or  the  starvation  of  Kurds  or  Bangladesh  refugees 
from  the  typhoon,  so  in  that  sense  it  is  quite  different.  I  thought 
Director  Panetta's  definition  was  actually  quite  a  good  one,  but  of 
course  it  comes  down  to  the  interpretation  of  three  words,  "common 
sense  judgment"  and 

Mr.  Grandy.  I  think  there  is  going  to  be  a  dispute  over  that.  Let 
me  follow  something  else.  Isn't  it  true  that  there  are  unobligated 
balances  remaining  in  many  of  the  accounts  that  the  supplemental 
will  add  to  and  that  even  if  you  could  justify  an  emergency,  you 
could  probably  absorb  the  needs  within  the  existing  level  of  re- 
sources available?  I  just,  for  example,  am  looking  at  a  request  by 
the  Department  of  Agriculture  for  another  $37  million  to  the  Agri- 
cultural Research  Service  which  would  provide  for  buildings  and  fa- 
cilities for  the  ARS. 

My  understanding  is  there  is  about  $650  million  in  the  account 
now.  Supplemental  would  add  $37  million  as  an  emergency  des- 
ignation. I  am  just  hard  pressed  to  understand  any  definition  that 
says  this  justifies  an  emergency  borrowing:  So  many  of  our  col- 
leagues up  here  this  morning  have  talked  about  the  problem  with 
the  deficit  in  the  out-years  and  I  wanted  to  get  your  feelings  on 
that. 

Mr.  Reischauer.  I  think  the  issue  here  is  that  we  are  right  up 
against  the  caps  for  fiscal  year  1993  for  domestic  discretionary 
spending,  and  so  new  budget  authority  cannot  be  provided  under 
the  Budget  Enforcement  Act's  limits  unless  it  is  provided  through 
the  emergency  provisions  and  therefore  not  counted  against  the 
limits.  While  there  might  be  resources  available  in  the  defense  ac- 
counts, we  do  not  have  the  flexibility  to  spend  those  resources  on 
domestic  programs  because  of  the  Budget  Enforcement  Act's  limits. 
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Mr.  Grandy.  But  is  it  not  true  that  about  half,  I  believe,  of  the 
$6.8  billion  that  you  specified  would  be  added  to  the  deficit  this 
year,  comes,  at  least  part,  from  the  itemized  list  that  is  under  the 
emergency  supplemental  requirements?  In  other  words,  that  a  lot 
of  the  spending  that  we  tack  on  to  fiscal  year  1993  is  coming 
from 

Mr.  Reischauer.  The  stimulus  package,  correct.  A  big  chunk  of 
that,  however,  is  the  Emergency  Unemployment  Act  that  was 
passed  several  weeks  ago.  We  would  suggest  that  the  outlay  rami- 
fications of  any  emergency  supplemental  on  discretionary  spending 
would  largely  appear  in  fiscal  years  1994  and  1995  because  the 
rate  of  spending  is  so  slow  in  many  of  these  programs. 

Mr.  Grandy.  Thank  you.  Doctor.  Thank  you,  Mr.  Chairman. 

Chairman  RosTENKOWSKl.  Mr.  Reynolds. 

Mr.  Reynolds.  Thank  you,  Mr.  Chairman.  Nice  to  see  you  again 
and  thank  you  so  much  for  coming  over  today.  It  is  very  enlighten- 
ing. There  is  a  lot  of  talk  in  the  press  and  a  lot  of  talk  which  says 
we  already  have  an  economic  recovery  and  so  why  are  we  so 
pressed  to  do  the  stimulus  package.  Can  you  react  to  that,  please? 

Mr.  Reischauer.  Well,  we  have  had  some  pretty  good  growth 
rates  in  GDP  over  the  last  6  months  and  that  leads  economists  and 
green  eyeshade  types  to  talk  about  a  strong  recovery.  But  the 
American  people,  I  think,  define  a  recovery  in  more  basic  terms, 
namely  jobs  and  what  is  happening  to  the  growth  of  their  incomes. 
In  that  respect,  the  recovery  has  been  one  large  disappointment, 
and  we  had  not  seen  much  movement  until  we  saw  the  February 
employment  numbers. 

Now,  if  those  emplojrment  numbers  are  a  harbinger  of  the  future, 
we  will  all  breathe  a  sigh  of  relief  and  know  that  employment  and 
incomes  will  grow.  But  there  is  a  good  deal  of  uncertainty  sur- 
rounding that  proposition,  and  I  think  many  Americans  are  under- 
standably concerned  about  the  restructuring  and  downsizing  that 
is  going  on  in  many  of  our  most  visible  firms  in  America. 

Mr.  Reynolds.  Thank  you.  That  was  a  good  answer.  One  of  the 
assumptions  in  the  economic  stimulus  reduction  package  is  that  all 
people  eligible  for  earned  income  tax  credit  and  food  stamps  will 
utilize  them.  Is  that  a  fair  assumption? 

Mr.  Reischauer.  It  is  certainly  not  a  fair  assumption.  There  are 
substantial  numbers  of  individuals  who  don't  apply  for  food  stamps 
although  they  might  be  eligible,  and  the  same  is  true  for  the 
earned  income  tax  credit,  although  the  IRS  has  in  the  past  filled 
out  the  EITC  form  for  individuals  who  they  thought  were  eligible 
and  provided  them  with  the  refund  even  though  they  hadn't  asked 
for  it. 

Mr.  Reynolds.  Does  the  CBO  use  particular  rates  to  make  the 
projections  in  these  particular  programs?  If  the  assumption  is  not 
true — if  that  is  not  a  fair  assumption,  then  do  you 

Mr.  Reischauer.  We  have  our  own  models  for  estimating,  let's 
say,  changes  in  food  stamps,  and  those  have  built  into  them  our 
view  of  what  participation  might  be  in  those  programs  and  how  it 
might  change.  We  don't  accept  the  administration's  models  or  as- 
sumptions on  this  score. 

Mr.  Reynolds.  Thank  you  very  much. 

Chairman  Rostenkowski.  Mr.  Coyne.  Mr.  Brewster. 
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Mr.  Brewster.  Thank  you,  Mr.  Chairman.  I  find  it  interesting, 
your  discussion  on  the  stimulus  package  and  that  it  would  be  a 
tiny  impact,  positive  now  and  possibly  a  negative  impact  later.  Cer- 
tainly there  would  be  some  increase  in  revenues  from  jobs  created 
under  that. 

What  number  would  you  consider  as  a  net  loss  in  that? 

Mr.  Reischauer.  Let  me  ask  you  to  repeat  that.  I  want  to  clear 
up  one  thing:  I  said  the  temporary  investment  tax  credit  portion 
of  it  would  have  a  positive  impact  in  the  short  run  and  then  a 
slight  negative  impact  3  years  from  now.  The  package  as  a  whole 
would  be  a  net  positive,  I  believe,  for  the  duration  of  its  impact. 

Mr.  Brewster.  So  the  stimulus  package  as  you  view  it  would  not 
increase  the  debt? 

Mr.  Reischauer.  It  would  not  increase  the  debt? 

Mr.  Brewster.  Right. 

Mr.  Reischauer.  No,  it  would.  To  the  extent  that  it  involves  in- 
creased Federal  spending  or  reduced  revenues,  it  is  going  to  in- 
crease the  size  of  the  debt. 

Mr.  Brewster.  With  interest  rates 

Mr.  Reischauer.  And  the  added  growth  of  the  economy  that  re- 
sults from  this  few  tenths  of  a  percentage  point  stimulus  is  not 
going  to  offset  that  increase. 

Mr.  Brewster.  Do  you  have  an  idea  of  how  much  it  would  in- 
crease the  debt  and  what  that  would  amount  to  in  an  annual  in- 
crease? 

Mr.  Reischauer.  No,  I  don't  have  those  figures  for  you  but  I 
could  look  into  it  and  give  you  the  orders  of  magnitude  for  the 
record.  I  think  they  are  relatively  small. 

Mr.  Brewster.  With  interest  on  the  debt  running  about  14  per- 
cent of  our  total  budget  now,  I  think  it  is  certainly  of  relevance. 

Mr.  Reischauer.  It  certainly  is. 

Mr.  Brewster.  Another  point,  on  the  Btu  tax,  on  any  tax  you  do 
there  are  winners  and  losers.  Some  of  my  constituents  are  saying 
that  two  of  the  biggest  losers  in  this  are  the  fertilizer  industry, 
which  certainly  affects  agriculture,  and  the  trucking  industry, 
which  certainly  moves  a  lot  of  our  agriculture  products  as  well  as 
everything  else.  Do  you  see  those  as  being  larger  losers  than  most 
in  this  Btu  tax  scenario? 

Mr.  Reischauer.  We  have  not  done  a  study  of  that  issue  our- 
selves. But  from  what  I  have  read  and  seen,  I  think  that  is  a  cor- 
rect judgment  on  your  part. 

Mr.  Brewster.  When  you  have  an  opportunity,  I  would  like  to 
see  that.  Another  thing  that  I  think  is  certainly  a  problem  for  small 
business,  in  the  tourism  industry,  is  the  reduction  in  the  deduct- 
ibility of  the  business  meal  side.  As  one  who  is  a  former  chairman 
of  tourism  in  Oklahoma,  I  find  that  any  change  in  that  deductibil- 
ity can  be  devastating  to  the  employability  of  many  marginally  em- 
ployable people.  I  personally  feel  we  could  have  a  considerable  job 
loss  there.  I  also  see  it  as  a  problem  for  the  other  industries  I  was 
talking  about,  like  trucking  companies  who  have  a  lot  of  over-the- 
road  drivers  and  a  lot  of  small  business  people  who  utilize  that  be- 
cause they  can't  advertise  on  a  big  scale. 

Am  I  correct  in  my  assumption? 


354 

Mr.  Reischauer.  I  think  that  is  a  problem,  but  we  have  to  keep 
all  of  this  in  perspective.  It  is  virtually  impossible  to  cut  spending 
by  reducing  the  levels  of  existing  programs  or  to  raise  taxes  by 
closing  off  preferences  or  loopholes  without  disproportionately  af- 
fecting one  segment  of  our  society,  one  sector  of  our  economy. 

There  is  no  way  to  spread  the  sacrifice  absolutely  evenly  among 
the  American  people. 

Mr.  Brewster.  I  will  probably  be  coming  to  you  to  see  if  we  can 
get  some  figures  on  that  and  certainly  try  to  spread  it  a  little  more 
evenly  in  some  cases. 

Thank  you. 

Chairman  ROSTENKOWSKI.  Mr.  Camp.  Mr.  McCrery,  Mrs.  John- 
son. Mr.  Houghton. 

Mr.  Houghton.  Thank  you,  Mr.  Chairman.  Dr.  Reischauer,  nice 
to  see  you  today.  We  are  lucky  to  have  you  in  your  job.  Let  me  just 
ask  you  a  very  sort  of  a  basic  broad-gauged  question. 

Mr.  Grandy  was  talking  to  you  about  emergency  and  how  you 
would  define  that.  I  would  like  to  get  your  opinion,  if  you  would 
give  it  to  me,  on  where  we  ought  to  end  up.  Let  me  just  break  this 
down  a  little  bit.  There  have  been  an  awful  lot  of  numbers  floating 
around  here  in  terms  of  what  we  ought  to  do  and  how  we  ought 
to  do  it,  but  it  seems  to  me  that  the  President  has  given  us  a  call, 
and  that  we  want  to  respond  in  our  own  way  to  that  call. 

Yet  at  the  same  time  I  understand  there  will  be  some  pain,  some 
sacrifice,  people  laid  off,  unsettling  conditions.  Now,  that  isn't  too 
bad  as  long  as  when  we  get  to  the  end  of  that  5-year  period,  we 
are  where  we  want  to  be.  I  guess  the  hang-up  I  have  had  is  I  don't 
know  where  we  want  to  be  because  the  critical  issue  to  me  is  the 
ratio  of  debt  to  the  GDP. 

We  ought  to  be  bending  that  curve  down.  Specifically  where  do 
you  think  we  ought  to  be  at  the  end  of  this  5-year  period  in  terms 
of  any  set  of  criteria  you  consider  important? 

Mr.  Reischauer.  It  is  very  unlikely  that  at  the  end  of  this  5-year 
period  we  could  be  where  we  would  want  to  be  in  the  long  run.  The 
issue,  I  think,  is  to  march  down  the  deficit  reduction  path  in  as 
rapid  a  fashion  as  our  political  system  and  our  economy  can  handle 
without  disrupting  either  the  economy  or  the  political  system  un- 
duly, and  that  is  a  judgment  call. 

It  is  something  that  probably  has  to  be  decided  on  a  year-to-year 
basis.  I  think  the  package  presented  by  the  Clinton  administration 
is  a  significant  step  in  the  right  direction.  I  would  hope  that  as  we 
go  down  this  path,  we  could  take  another  step,  at  least  as  signifi- 
cant, before  the  fifth  year.  I  suggested  the  order  of  magnitude  that 
we  would  have  to  be  willing  to  accept  if  our  goal  was  a  balanced 
budget  in  the  first  few  years  of  the  next  century.  I  think  one  can 
make  a  plausible  case  that  we  want  to  go  further  than  that  or  not 
that  far. 

There  are  other  issues  affecting  our  country  besides  the  deficit. 
Right  now  that  is  an  overwhelming  issue,  and  one  that  affects  this 
country  and  our  future  in  a  substantial  way.  But  it  could  be  that 
as  we  get  the  deficit  down  to  around  1  percent  of  GDP — when  we 
get  it  to  the  point  where  the  debt-to-GDP  ratio  is  falling,  as  it  was 
through  the  entire  postwar  period  up  until  the  mid-1970s — that  we 
will  say  to  ourselves,  the  most  important  thing  for  the  long-run  fu- 


355 

ture  of  this  country  is  really  getting  our  education  system  in  shape, 
training  our  youth  so  that  they  can  compete  in  world  markets. 

Mr.  Houghton.  Can  I  interrupt  just  a  minute,  Doctor?  So  what 
you  are  saying,  if  I  understand  it,  is  that  the  key  criteria  is  getting 
your  debt  to  the  GDP  on  a  downward  slope? 

Mr.  Reischauer.  Correct. 

Mr.  Houghton.  And  if  I  understand  you  further,  that  you  prob- 
ably can't  do  that  in  a  5-year  period,  you  have  got  to  look  beyond 
that? 

Mr.  Reischauer.  No.  I  am  sure  we  can  get  to  the  point  where 
it  is  declining. 

Mr.  Houghton.  So  that  curve,  that  trend,  ought  to  be  bending 
down  at  the  end  of  the  5  years? 

Mr.  Reischauer.  I  haven't  looked  at  the  exact  numbers  that 
would  bring  that  about,  but  I  would  hope  that  we  could  achieve 
that. 

Mr.  Houghton.  Thank  you,  very  much. 

Chairman  ROSTENKOWSKI.  Mr.  Kleczka.  Mr.  Pickle. 

Mr.  Pickle.  Thank  you,  Mr.  Chairman.  Mr.  Director,  I  like  to  be- 
lieve that  we  have  used  honest  figures  in  our  assumptions  on  this 
bill  that  is  before  us  and  that  in  general  we  are  on  target.  I  notice 
there  are  some  differences  between  your  estimates  and  those  of 
0MB,  but  are  we  safe  in  saying  that  though  there  are  some  dif- 
ferences in  some  areas,  overall  the  figures  are  pretty  much  on  tar- 
get? Pretty  much — are  you  in  agreement? 

Mr.  Reischauer.  I  think  there  are  some  modest  differences  be- 
tween the  Joint  Committee  on  Taxation  and  the  administration 
with  respect  to  the  revenue  estimates.  On  the  spending  side,  most 
of  the  differences  between  OMB  and  the  Congressional  Budget  Of- 
fice estimates  really  are  mistakes  that  were  made  by  OMB  in  the 
hasty  preparation  of  a  very  complex  budget  document  and  are  not 
areas  on  which  the  analysts  at  CBO  and  OMB  would  differ  at  all. 

Mr.  Pickle.  Well,  my  concern,  and  I  think  that  of  the  average 
Member  of  Congress,  is  if  we  make  this  step,  adopt  the  budget  as 
is,  are  we  generally  in  agreement?  We  may  differ  on  one  individual 
spending  aspect  or  one  revenue  aspect,  but  within  the  big  param- 
eters of  the  budget,  overall,  are  we  generally  in  line? 

Now,  I  think  though  that  after  the  4  or  5  years  we  are  talking 
about,  it  looks  to  me,  and  I  think  your  testimony  says  that  in  ef- 
fect, we  will  have  just  about  broken  even  about  the  revenue  and 
the  spending.  To  me  that  means  that  at  least  for  the  next  4  to  5 
years,  we  are  not  going  to  be  going  in  the  hole.  If  nothing  else,  we 
will  at  least  be  holding  our  own,  but  the  big  plan  that  says  we  can 
save  a  lot  of  revenue  in  the  health  aspects  is  probably  not  realistic. 

We  have  been  told  and  we  have  to  assume  the  health  bill  is  not 
going  to  do  it.  So  after  the  four  to  five  years,  we  may  be  kind  of 
breaking  even,  that  is,  we  are  not  going  in  the  hole  further,  and 
at  that  point  we  got  to  think  in  terms  of  what  do  we  do  for  the  next 
big  step. 

Mr.  Reischauer.  I  think  that  if,  over  the  course  of  the  next  cou- 
ple of  years,  some  substantial  steps  are  taken  to  reform  the  health 
care  system  in  America,  very  substantial  dividends  will  be  reaped 
by  the  Federal  budget  around  the  turn  of  the  century  or  beyond. 
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But  you  have  to  take  those  steps  now  to  be  able  to  reap  the  divi- 
dend 10  years  from  now. 

Mr.  Pickle.  Yes,  all  right.  Now,  I  noticed  in  your  answers  earlier 
you  said  that  the  Congress  may  be  faced  with  the  choice  of  raising 
some  $20  billion  for  the  RTC,  that  if  they  are  to  have  funds  that 

they  need  to  close  out  all  this  S&L  problem,  that  that  money 

Mr.  Reischauer.  Closer  to  $50  billion. 

Mr.  Pickle.  That  they  have  $50  billion  that  they  need,  or  what- 
ever they  ask  for,  is  that  in  your  baseline? 

Mr.  Reischauer.  That  is  built  into  our  baseline,  and  the  admin- 
istration has  built  into  its  baseline  a  smaller  number,  but  still  a 
substantial  amount  of  money. 

Mr.  Pickle.  Relatively  the  same  figure.  So  that  is  an  assumption 
that  is  in  the  baseline  and  it  will  not  be  an  add-on  if  it  happens. 
Mr.  Reischauer.  Enacting  that  legislation  is  not  going  to  cause 
us  to  change  our  baseline  forecast,  and  enacting  a  substantial  por- 
tion of  it  wouldn't  cause  the  administration  to  change. 

Mr.  Pickle.  I  think  we  would  be  asked  to  make  those  appropria- 
tions and  I  think  we  probably  should  do  it,  but  I  don't  know  wheth- 
er Congress  will.  But  if  we  did,  it  wouldn't  be  an  add-on.  That  is 
my  main  point,  okay.  I  thank  you,  Mr.  Chairman. 
Chairman  ROSTENKOWSKI.  Mr.  Rangel. 

Mr.  Rangel.  Thank  you,  Mr.  Chairman,  and  thank  you  once 
again,  doctor.  In  your  earlier  testimony,  I  think  you  were  talking 
about  projections  of  the  increase  in  the  deficit  if  we  didn't  do  any- 
thing and  I  think  also  someone  asked  where  do  you  see  the  causes 
for  this  increase,  and  you  said  Medicaid  and  Medicare. 

When  you  make  these  projections,  do  you  look  and  see  what  par- 
ticular ailments  will  cause  the  explosion  in  the  health  area? 
Mr.  Reischauer.  No,  we  do  not. 

Mr.  Rangel.  Well,  if  I  wanted  to  know  what  role  does  the  narcot- 
ics abuse  play  in  terms  of  those  being  treated  in  the  hospital  or 
what  role  does  drug  rehab  play  and  the  cost  of  it  in  terms  of  pro- 
jecting what  the  health  costs  would  be  in  the  future,  would  your 
office  have  any  information  on  that? 

Mr.  Reischauer.  We  would  be  unable  to  do  that  simply  because 
the  medicaid  information  system  is,  to  put  it  charitably,  poor,  and 
it  doesn't  collect  information  of  that  sort,  nor  do  I  believe  is  there 
medicare  data  of  that  sort.  It  just  isn't  available,  although  it  is  ter- 
ribly important,  and  that  certainly  has  been  an  element  that  has 
contributed  to  the  very  rapid  growth  of  health  care  costs  in  this 
country. 

Mr.  Rangel.  But  administrations  in  the  past  have  used  emer- 
gency treatment  as  some  indication  of  the  rise  or  fall  of  abusive 
drugs.  I  mean,  that  data  is  supposed  to  be  available.  You  know 
what  I  am  talking  about? 

Mr.  Reischauer.  I  think  what  they  are  referring  to  is  a  method 
which  people  coming  into  emergency  rooms  for  services  are  tested 
for  HIV  and  for  drugs  in  their  blood.  This  is  done  from  a  sample 
of  hospitals,  and  it  is  collected  and  aggregated  by  the  Federal  Gov- 
ernment and  tracked  over  a  period  of  time,  but  it  is  by  no  means 
comprehensive,  nor  do  we  know  who  paid  for  the  services. 

Mr.  Rangel.  Suppose  I  wanted  to  know  how  many  babies  were 
bom  addicted  to  cocaine.  There  would  be  no  way  to  find  out? 
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Mr.  Reischauer.  I  am  not  an  expert  in  this  area,  but  I  think 
there  would  be  no  way  to  find  out. 

Mr.  Rangel.  You  are  not  an  expert,  but  the  CBO  manages  to 
find  the  experts  to  get  the  information. 

Mr.  Reischauer.  We  will  find  the  expert  on  this  topic  and  see 
if  there  are  data  of  that  sort  collected. 

Mr.  Rangel.  Let  me  say  this:  You  also  indicated  in  the  response 
to  a  question  about  the  necessity  of  investing  in  training  of  young 
people  and  I  think  you  were  talking  about  improving  the  work 
force  and  making  it  competitive,  were  you  not? 

Mr.  Reischauer.  Yes,  I  was. 

Mr.  Rangel.  Now,  do  you  have  information  as  to  what  that  work 
force  looks  like  today  and  how  many  kids  have  dropped  out  of 
school,  how  many 

Mr.  Reischauer.  Certainly  that  kind  of  information  is  collected. 

Mr.  Rangel.  And  how  many  people  are  in  jail  and  how  many 
people  are  returning  to  jail  and  how  do  they  leave  the  jails,  are 
they  better  when  they  get  out  than  when  they  went  in,  and  how 
many — what  does  our  work  force  look  like  and  what  do  we  have  to 
do  in  this  Clinton  package  in  order  to  make  certain  we  have  a  bet- 
ter trained  and  more  competitive  work  force?  Do  you  have  access 
to  that  type  of  information? 

Mr.  Reischauer.  That  is  a  matter  for  analysis.  I  mean,  what  do 
we  have  to  do?  That  is  a  very  difficult  kind  of  question. 

Mr.  Rangel.  I  am  talking  about  where  we  are.  In  other  words, 
if  we  are  going  to  fix  it,  we  got  to  find  out  where  we  are. 

Mr.  Reischauer.  There  are  measures  of  the  educational  attain- 
ment of  the  work  force  and  how  that  has  changed  over  time,  the 
job  experience  and  wages  of  the  work  force. 

Mr.  Rangel.  Doctor,  let  me  try  to  make  the  target  a  little  small- 
er. We  are  having  this  investment  in  job  training  and  we  are  going 
to  create  500,000  jobs  and  8  million  over  a  5-year  period  and  I  am 
anxiously  supporting  this.  Now,  how  would  I  know  what  training 
is  necessary  in  my  particular  community,  how  would  I  know  that 
these  programs  are  geared  toward  the  problems  that  I  am  having? 
How  would  I  know  that  these  are  not  jobs  for  high  school  graduates 
or  how  can  your  office  better  help  me  and  others  in  determining 
exactly  what  we  need? 

Mr.  Reischauer.  Well,  the  Labor  Department  does  surveys  and 
projections  of  where  the  job  growth  is  going  to  be — in  other  words, 
what  kinds  of  occupations,  are  going  to  be  needed  in  the  future, 
and  what  training  is  associated  with  those  occupations.  And  that 
can  be  compared  to  the  raw  material  in  a  sense,  the  young  people 
in  your  particular  area,  to  see  if  those  people  are  getting  trained 
in  ways  that  would  allow  them  to  fill  the  jobs  that  are  being  cre- 
ated. 

Mr.  Rangel.  Doctor,  could  the  CBO  kind  of  do  some  type  of  sur- 
vey to  see  what  the  cost  is  in  our  country  annually  of  drug  abuse, 
what  the  social  cost  is  to  lost  revenue,  lost  productivity? 

Mr.  Reischauer.  We  have  tried  to  do  that  for  you  in  the  past 
and  have  provided  as  much  as  we  could  ferret  out  from  the  avail- 
able data.  I  will  look  into  that  again  and  try  to  update  the  esti- 
mates that  we  provided  you. 

Mr.  Rangel.  Thank  you,  doctor.  Thank  you,  Mr.  Chairman. 
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Chairman  ROSTENKOWSKI.  Mr.  Kopetski. 

Mr.  Kopetski.  Thank  you,  Mr.  Chairman,  and  welcome,  Dr. 
Reischauer.  I  want  to  go  back  to  comparing  apples  and  oranges  and 
I  think  it  may  be  a  nicer  way  of  putting  it  to  use  kind  of  a  matrix 
idea  on  this  following  up  on  Congressman  Hoagland's  line  of  ques- 
tioning. 

I  am  curious  about  let's  say  that  we  have  this  half  of  the  cor- 
porate increase,  1  percent  of  that,  which  is  about  $12  or  $16  billion 
as  I  recall;  is  that  correct? 

Mr.  Reischauer.  Yes,  sir. 

Mr.  Kopetski.  And  we  take  that  money  and  we  want  to  look  at 
what  is  better  or  the  effects  of  that  on  two  different  items.  One  is 
short-term  stimulus  for  the  economy  and  another  item  is  longer 
term  stimulus  or  growth  for  the  economy  and  then  the  other  item 
is  the  effect  on  industrial — ^the  industrial  sector  of  our  economy  ver- 
sus service  sector  of  our  economy,  and  if  there  is  any  kind  of  a  dif- 
ferent effect,  and  I  think  starting  with  the  ITC,  what  I  hear  in  your 
testimony  is  that  it  pulls  forward  investments  today  essentially,  or 
in  the  next  18  months,  and  so  the  value  of  it  is  short-term  stimu- 
lus, and  I  would  guess  that  it  is  more  for  the  industrial  sector  of 
the  economy  versus  service  sector.  That  is  a  question,  I  guess. 

Mr.  Reischauer.  I  don't  have  a  breakdown  of  the  extent  to  which 
the  service  sector  versus  the  manufacturing  sector  of  the  economy 
could  take  advantage  of  an  investment  tax  credit.  Both  obviously 
could  make  investments  in  many  ways.  Service-sector  investments 
are  smaller  and  therefore  can  be  obtained  or  behavior  can  be 
changed  more  rapidly  than  some  of  the  large  corporate  investment 
decisions  that  are  made  in  a  plant  and  involve  major  kinds  of 
equipment.  Remember,  we  are  talking  here  about  the  possibility  of 
reducing  the  increase  in  the  corporate  tax  from  2  percentage  points 
to  1  percentage  point.  That,  in  and  of  itself,  would  reduce  the  reve- 
nue coming  in  under  the  Clinton  administration's  proposal.  That 
would  lead  to  a  higher  deficit  if  that  is  all  you  did. 

The  higher  deficit  would  have  all  of  the  damaging  implications 
that  we  are  trying  to  avoid.  So  you  have  to  think  about  what  you 
are  going  to  give  up  or  trade  off  against  this  revenue  that  you  have 
now  given  away,  and  what  the  advantages  are  of  that  alternative 
policy. 

Mr.  Kopetski.  Let  me  move  on  then  to  two  other  aspects  of  this 
matrix  that  we  are  creating  in  our  minds  here.  One  is  the  effect 
of,  if  we  took  that,  those  moneys  from  the  corporate  tax  and  used 
it  to  reduce  the  double  tax  on  corporate  earnings,  that  is,  some  sort 
of  credit  towards  the  taxation  on  dividend,  the  effect,  if  any,  on 
short-term  investments  versus  long-term. 

Mr.  Reischauer.  You  are  compounding  the  damage  here.  You 
have  reduced  the  revenue  going  into  the  Federal  Government  by 
lowering  the  increase  in  the  corporate  tax.  Now  you  have  to  cut 
some  program  or  raise  some  taxes  to  offset  it.  You  can't  give  it 
away  again  with  a  proposal  to  reduce  the  double  taxation  of  cor- 
porate income. 

Mr.  Kopetski.  Let  me  frame  it  a  different  way.  Instead  of  spend- 
ing that  money,  if  you  will,  implement  the  corporate  tax,  2  percent 
increase. 

Mr.  Reischauer.  Two  percent,  OK. 
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Mr.  KOPETSKI.  Use  that  money,  instead  of  on  ITC,  use  it  on  mov- 
ing toward  elimination  of  the  double  tax  on  earnings,  corporate 
earnings.  Where  would  that  come  in  in  terms  of  short-term 
economic 

Mr.  Reischauer.  In  a  short-term  sense  it  would  do  very  little, 
but  it  would  have  a  longer-run  benefit.  So  we  are  really  looking  at 
a  shortrun  versus  a  longrun  policy  change  here. 

Mr.  KOPETSKI.  Then  I  guess  we  should  compare  then  the  tax 

Mr.  Reischauer.  What  you  are  comparing  with  the  temporary 
investment  tax  credit  is  using  the  same  amount  of  money  to  reduce 
the  double  taxation  of  corporate  income  in  some  way.  To  do  that 
in  a  substantial  way  would  require  far  more  money  than  the  tem- 
porary investment  tax  credit  spends,  and  it  would  be  a  persistent 
revenue  loss,  so  you  would  have  to  come  up  with  some  alternative 
that  provided  permanent  revenues  to  offset  this,  rather  than  a  tem- 
porary proposal. 

Mr.  KOPETSKI.  OK.  Thank  you.  Thank  you,  Mr.  Chairman. 

Chairman  ROSTENKOWSKI.  Mr.  Gibbons,  Mr.  Stark,  Mr.  Crane. 

Mr.  Crane.  Just  one  question.  Dr.  Reischauer.  I  have  been  going 
back  and  trying  to  find  the  reference  in  your  statement,  but  my  un- 
derstanding is  that  we  would  have  a  deficit  under  the  administra- 
tion's proposal  in  1998  of  $130  billion;  is  that  right?  Or  $131? 

Mr.  Reischauer.  No.  The  deficit  reduction,  the  total  change, 
would  be  $131  billion.  The  deficit  that  would  result  in  1998  would 
be  $228  billion. 

Mr.  Crane.  So  we  would  get  $130  billion  reduction 

Mr.  Reischauer.  Reduction  from  what  the  deficit  would  have 
been  otherwise,  correct. 

Mr.  Crane.  Then  you  mentioned  that  three-quarters  of  the  $355 
billion,  this  is  page  3,  in  cumulative  deficit  reduction  contained  in 
the  administration's  program  would  stem  from  increases  in  reve- 
nues and  only  one-quarter  from  cuts  in  outlays.  By  my  calculations 
that  brings  us  down  to  $32  billion  in  cuts  from  outlays.  Is  that 
roughly  correct?  I  mean,  three-quarters  of  that  $130  billion  reduc- 
tion would  be  roughly 

Mr.  Reischauer.  I  don't  have  that  number,  but  I  think  it  should 
be  actually  over  $80  billion.  I  mean  one-quarter  of  $355. 

Mr.  Crane.  One-quarter  of  $355,  $80  billion,  and  the  administra- 
tion's call  for  tax  increases  during  the  timeframe  is  roughly  $250 
billion;  is  that  correct? 

Mr.  Reischauer.  Yes. 

Mr.  Crane.  So  the  difference  with  that  $250  billion  increase  in 
taxes  is  we  get  roughly  $170  billion  in  reduction,  is  that 

Mr.  Reischauer.  The  reduction  in 

Mr.  Crane.  No,  not  that  much.  If  you  get 

Mr.  Reischauer.  We  would  get  a  reduction  in  debt  that  would 
be  equal  to  the  sum  of  the  net  deficit  reduction.  In  other  words, 
$355  billion  in  total  debt. 

Mr.  Crane.  In  total  debt,  but  of  that,  three-quarters  only  is  the 
reduction  from  tax  increases. 

Mr.  Reischauer.  Three-quarters  of  that  would  represent  in- 
creased revenues  and  one-quarter,  as  you  pointed  out,  would  be 
lower  outlays. 
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Mr.  Crane.  Where  is  the  difference  between  that  three-quarters 
and  the  total  deficit  reduction  picture?  Is  that  all  in  proposed  stim- 
ulus programs,  the  outlays  that  represent  the  difference. 

Mr.  Reischauer.  Well,  the  outlays  are  really  the  net  effect  of  two 
different  things.  There  is  a  series  of  proposals  that  would  reduce 
spending  both  in  the  mandatory  and  in  the  discretionary  accounts. 
At  the  same  time,  there  are  a  number  of  increases  in  spending, 
which  the  President  has  labeled  investments,  that  range  from  in- 
creases in  food  stamps  to  more  spending  on  highways,  education, 
and  Head  Start.  So  this  one-quarter  is  really  the  net  effect  of  a 
quite  substantial  reduction  in  spending  offset  by  a  quite  substan- 
tial increase  in  spending. 

Mr.  Crane.  OK.  That  is  the  thing  I  am  trying  to  get  at.  I  am 
not  presenting  this  well,  but  my  bottom  line  question  is,  of  that 
$250  billion  in  increased  taxes  over  5  years,  roughly  how  much  of 
that  goes  to  deficit  reduction  in  dollar  terms  and  how  much 
doesn't? 

Mr.  Reischauer.  It  is  impossible  to  allocate  the  pieces  of  this  the 
way  you  would  like  to  allocate  them  because  the  money  is  fungible. 
Let  me  give  you  an  example.  In  1998,  there  would  be  gross  spend- 
ing reductions  of  $126  billion  in  the  President's  proposal,  offset  by 
$67  billion  of  spending  increases,  and  there  would  also  be  a  net 
revenue  increase  of  $72  billion,  so  the  summation  of  these  three 
components  amounts  to  131  billion  dollars'  worth  of  deficit  reduc- 
tion. 

Mr.  Crane.  OK,  that  is 

Mr.  Reischauer.  So  on  balance,  spending  is  going  down.  There 
are  more  decreases  than  there  are  increases  in  that  year,  and  reve- 
nues are  going  up.  So  both  spending  and  revenues  are  contributing 
to  that  $131  billion  reduction  in  the  deficit. 

Mr.  Crane.  Very  good.  Thank  you,  Dr.  Reischauer. 

Mr.  KOPETSKI  [presiding].  Dr.  Reischauer,  thank  you  very  much 
for  your  testimony  and  answering  the  questions  today.  You  really 
helped  the  committee  a  lot  in  some  of  these  issues. 

We  are  going  to  bring  forward  our  first  panel,  the  Honorable 
Martin  Feldstein,  professor  of  economics  at  Harvard  University  and 
also  the  former  Chairman  of  the  Council  of  Economic  Advisers.  In 
addition,  Mark  Bloomfield,  who  is  president  of  the  American  Coun- 
cil for  Capital  Formation,  Thomas  Donohue,  who  is  president  and 
chief  executive  officer  of  the  American  Trucking  Associations,  John 
J.  Motley,  vice  president  for  Federal  governmental  relations,  the 
National  Federation  of  Independent  Businesses,  and  David  Glad- 
stone, director,  president,  Allied  Capital,  who  is  with  the  National 
Association  of  Business  Development  Companies. 

I  want  to  alert  the  committee  that  Mr.  Feldstein  has  to  leave  at 
1  o'clock,  and  so  hopefully  those  of  you  who  want  to  direct  ques- 
tions toward  him,  might  do  so  early  on.  I  do  ask  the  panel — remind 
them — that  we  are  operating  under  the  5-minute  rule,  that  your 
complete  testimony  will  be  made  a  part  of  the  record.  But  if  you 
could  summarize  your  testimony  in  about  5  minutes,  the  committee 
would  appreciate  that. 

Mr.  Feldstein,  welcome. 
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STATEMENT  OF  MARTIN  FELDSTEIN,  PH.D.,  PROFESSOR  OF 
ECONOMICS,  HARVARD  UNIVERSITY,  AND  FORMER  CHAIR- 
MAN, COUNCIL  OF  ECONOMIC  ADVISERS 

Mr.  Feldstein.  Thank  you  very  much. 

I  am  going  to  talk  about  two  things  in  my  testimony.  One  is  the 
President's  deficit  reduction  plan  in  general  and  the  second  is  the 
specific  proposals  to  raise  revenue  by  higher  tax  rates  and  an  ex- 
tension of  the  HI  tax  base. 

My  general  conclusion,  as  I  indicate  in  the  prepared  statement, 
is  that  the  President's  deficit  reduction  plan  is  totally  inadequate. 
It  is  just  not  a  meaningful  deficit  reduction  package.  Contrary  to 
its  claim,  it  would  actually  leave  the  full  employment  deficit  sub- 
stantially higher  in  1997  than  it  is  today. 

The  second  broad  conclusion  is  that  the  President's  proposal  to 
raise  marginal  tax  rates  would  produce  little  or  no  additional  reve- 
nue, but  would  weaken  the  economy  and  waste  scarce  resources. 

Let  me  look  first  at  the  issue  of  deficit  reduction.  My  analysis  in- 
dicates that  instead  of  the  $140  billion  that  his  plan  claimed  for 
1997,  the  actual  deficit  reduction  would  be  less  than  $50  billion, 
and  that  in  turn  depends  upon  a  variety  of  favorable  assumptions, 
both  about  the  economy  and  the  ability  to  control  new  spending 
programs.  If  I  am  right,  the  deficit  in  1997  would  be  3.9  percent 
of  GDP. 

By  comparison,  the  CBO  has  estimated  that  last  year  we  had  a 
deficit  of  3.3  percent  of  GDP.  So  under  realistic  calculations,  the 
deficit  as  a  share  of  GDP  would  actually  grow  substantially  larger, 
substantially  worse  over  the  next  few  years.  Why  the  difference? 
Let  me  summarize  briefly  the  reasons  for  the  difference.  I  will 
come  back  to  the  issue  of  the  effects  of  failing  to  take  into  account 
adequately  the  behavioral  responses  of  taxpayers  to  the  higher 
marginal  tax  rates  and  explain  why  I  think  in  1997  the  administra- 
tion has  overestimated  by  about  $24  billion  annual  revenue  from 
those  changes  in  tax  rules. 

In  addition,  there  are  the  defense  outlays.  The  President  has  pro- 
posed a  level  of  defense  spending  which  would  represent  a  cut  in 
real  terms  from  today's  level  of  spending  of  25  percent.  That  is  a 
$79  billion  reduction  in  1997  from  the  current  level  of  spending.  I 
just  don't  think  Congress  is  going  to  buy  a  25  percent  reduction  in 
the  real  level  of  spending. 

I  think  the  fact  that  the  administration  itself  has  called  for  main- 
taining spending  on  a  variety  of  national  security  and  intelligence 
matters  is  an  indication  of  the  mood  that  will  eventually  determine 
the  size  of  the  defense  spending  cuts.  If  defense  spending  is  cut 
sharply,  is  cut  by  15  percent  in  real  terms  from  where  we  are 
today,  we  will  still  find  that  the  defense  cuts  are  $30  billion  less 
than  the  administration's  estimates. 

Finally,  there  is  the  broad  basket  of  nondefense  spending  cuts. 
Even  given  full  credit  for  all  of  the  administration's  estimates 
about  new  user  charges,  increased  Medicare  premiums  and  the 
like,  but  focusing  just  on  what  I  describe  as  a  wishful  thinking  list 
of  management  improvements,  which  while  it  is  easy  to  write  them 
down,  it  turns  out  that  year  after  year  we  don't  see  those  in  prac- 
tice, I  think  that  just  excluding  those  represents  a  $30  billion 
shortfall  in  deficit  reduction. 
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You  put  those  three  pieces  together,  take  into  account  the  impact 
on  debt  service  costs,  and  you  get  a  $93  bilHon  difference  between 
the  numbers  that  the  administration  has  written  down  and  the 
numbers  that  I  think  are  a  realistic  estimate  for  1997.  So  I  think 
if  you  really  are  serious  about  deficit  reduction,  a  lot  more  needs 
to  be  done. 

Let  me  turn  now  to  the  President's  proposed  increase  in  personal 
tax  rates,  which  is  much  more  directly  in  the  jurisdiction  of  this 
committee.  I  think  that  the  way  those  tax  increases  are  structured 
will  produce  little  or  no  additional  revenue.  While,  of  course,  be- 
cause of  the  very  high  marginal  rates  that  they  imply,  they  would 
weaken  the  economy  and  would  waste  scarce  investment  dollars. 

Let  me  give  you  an  example  and  ask  you  to  look  at  a  couple  of 
tables  that  will  clarify  why  this  occurs.  Remember  that  for  a  couple 
with  $180,000  of  taxable  income,  the  proposal  would  jump  their 
marginal  tax  rates  by  25  percent  from  31  percent  now  to  38.9  per- 
cent. How  are  they  likely  to  respond  to  that?  Well,  this  committee 
knows  all  too  well  that  a  high  income  couple  could  arrange  their 
affairs  to  easily  reduce  their  taxable  income  by  5  or  10  percent. 
Part  of  that  might  come  from  working  a  little  bit  less,  but  it  also 
would  come  from  changing  taxable  income  into  untaxed  fringe  ben- 
efits, shifting  investments  from  taxable  bonds  and  high-dividend 
stocks  into  municipal  bonds  and  low-dividend  stocks,  just  increas- 
ing their  mortgage  deduction  and  investing  those  proceeds  in  low- 
taxed  securities. 

Ail  of  that  could  easily  reduce  their  taxable  income  by  5  or  10 
percent.  To  see  the  impact  of  that,  please  look  at  table  1  which  is 
part  of  the  testimony.  Table  1  compares  what  happens  to  that 
$180,000  couple — $180,000  of  taxable  income  with  no  behavioral  re- 
sponse and  then  with  two  alternative  assumptions.  You  can  see 
with  no  behavioral  response  at  the  top  of  the  table  they  would  pay 
$2,000  more  in  individual  income  tax,  that  is  the  extra  5  percent- 
age points  on  the  income  between  $140,000  and  $180,000.  They 
would  pay  2.9  percent  additional  HI  tax,  on  the  income  between 
$135,000  and  $180,000.  So  their  total  increase  in  their  tax  bill 
would  be  $3,305. 

What  happens  if  they  have  only  a  5-percent  reduction  in  their 
taxable  income?  Not  at  all  hard  to  imagine.  If  they  cut  their  tax- 
able income  from  $180,000  to  $171,000,  then  the  extra  5  percent- 
age points  as  the  tax  rate  only  applies  to  the  income  between 
$140,000  and  $171,000  and  that  produces  $1,550  of  additional  reve- 
nue. 

But  at  the  same  time  the  fact  that  they  are  no  longer  reporting 
any  taxable  income  between  $171,000  and  $180,000  means  that  the 
Treasury  loses  $2,790.  Add  in  the  extra  HI  revenue  and  the  net  of 
it  all  is  a  revenue  loss  of  $196.  So  with  only  a  5  percent  reduction 
in  their  taxable  income,  a  de  minimis  reduction  in  their  taxable  in- 
come, they  will  actually  pay  less  in  taxes.  Since  $180,000  rep- 
resents, according  to  the  Clinton  budget  document,  the  halfway 
mark  in  incomes  over  $140,000,  half  of  the  taxpayers  who  would 
face  higher  tax  rates  under  the  President's  plan  would  actually  pay 
less  in  taxes  if  they  reduced  their  taxable  income  by  just  5  percent. 

And  the  bottom  part  of  the  table  shows  what  happens  if  they  cut 
their  taxable  income  by  10  percent.  Because  the  Treasury  loses  the 
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existing  tax  revenue  on  the  difference  between  the  $180,000  and 
the  $162,000 — the  10  percent  decline — the  net  of  it  is  that  the 
Treasury  would  actually  lose  $3,697. 

Now,  what  does  it  all  add  up  to  in  the  aggregate?  We  have  done 
some  simulations  which  are  very  similar  to  the  ones  that  you  get 
from  the  Joint  Committee  except  that  we  can  show  you  explicitly 
what  the  impact  is  of  this  kind  of  behavioral  response.  I  ask  you 
to  look  at  table  2  in  the  testimony.  With  no  behavioral  response, 
the  total  tax  revenue  increase  is  $26.1  billion.  That  is  very  close 
to  the  numbers  that  the  administration  puts  forward;  they  are  not 
precisely  comparable  because  there  are  timing  differences.  Their 
numbers  reflect  when  the  receipts  hit  the  Treasury,  ours  when  the 
taxpayer  accrues  the  liability,  but  $26  billion  is  very,  very  close  to 
the  administration's  number.  If  instead  of  no  behavioral  response, 
taxpayers  reduce  their  taxable  incomes  by  just  10  percent,  then  we 
see  the  number  two  lines  down,  $6.6  billion. 

In  other  words,  a  10-percent  reduction  in  taxable  income  would 
blow  away  three-quarters  of  the  projected  additional  revenue.  So 
you  end  up  with  a  very  substantial  distortion,  much  higher  mar- 
ginal tax  rates,  all  kinds  of  distortions  of  incentives  in  the  way  peo- 
ple invest,  the  way  they  save,  the  way  they  work,  the  way  they 
structure  their  income  and  out  of  it  you  get  $7  billion  which  is 
about  what  you  would  get  through  a  7  cents  a  gallon  gasoline  tax. 

These  figures  have  important  implications  for  the  budget  deficit 
reduction,  for  1994,  three  quarters  of  the  administration's  proposed 
deficit  reduction  comes  from  the  higher  tax  revenues  on  high  in- 
come individuals.  If  we  are  right  about  these  calculations,  and  I  be- 
lieve we  are,  if  we  are  right  about  them,  then  most  of  that  goes 
away. 

Instead  of  $39  billion  of  deficit  reduction  in  1994,  you  get  $17  bil- 
lion, and  it  also  explains  why  in  1997  I  think  the  administration 
is  overestimating  by  $24  billion  the  amount  of  revenue  that  would 
be  collected  from  their  plan. 

Now,  I  heard  Dr.  Reischauer  testify  to  the  fact  that  the  Joint 
Committee  staff  does  take  behavior  into  account,  and  I  want  to  just 
end  by  saying  they  may  do  that  to  a  very  small  extent,  but  the 
basic  fact  is  that  if  you  have  no  behavioral  response,  the  estimated 
revenue  is  very,  very  close  to  the  administration's  number.  There- 
fore, there  may  be  some  small  behavioral  response  taken  into  ac- 
count by  the  staff,  but  basically  if  you  ask  them  to  take  into  ac- 
count what  would  happen  if  taxpayers  reduced  their  taxable  in- 
comes by  10  percent,  you  would  see  that  three-quarters  of  the  pro- 
jected revenue  gains  are  illusory. 

Thank  you. 

Mr.  KOPETSKI.  Thank  you,  Mr.  Feldstein. 

[The  prepared  statement  and  answers  to  questions  subsequently 
submitted  follow:! 

[No  response  to  the  questions  was  received.] 
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Statamant  of 


Martin  Faldatain 
Profaaaor  of  Economica,  Harvard  Univaralty 

bafora  tha 

Conalttaa  on  Waya  and  Meana,  U.S.  Houaa  of  Rapraaantative 
March  16,  1993 

ThanX  you,  Mr.  chairman.  I  am  pleased  to  taatify  before  thia 
comaittaa  again  today. 

I  have  appeared  before  you  on  aeveral  occaaiona  over  the  past 
decade  to  advocate  tough  deficit  reduction  policiea.  Unfortunately, 
the  probleo  ia  atill  with  ua. 

I  waa  very  pleaaed  therefore  by  the  enphaaia  that  Preaidant 
Clinton  put  on  deficit  reduction  in  hia  addreaa  to  the  Congress  and 
thi  nation  laat  month.  He  apelled  out  the  importance  of  reducing 
SJ  S;Ji?S«eJ?  d?f icit  and  tSie  resulting  borrowing,  ao  that  funds 
ca!  rema™  in  private  hands  to  finance  additional  buainess 
SJestSnt  that  can  raise  productivity  and  the  future  standard  of 
living  of  the  American  people. 

I  waa  however  very  disappointed  by  his  specific  proposals. 
After  analyzing  his  plan,  I  have  reached  two  principal  conclusions: 

first,  the  President's  deficit  reduction  plan  is  totally 

inadejuite  contrary  to  its  clai.,  it  would  •'•^^^J^y^i::^*  "! 
Sll-SpXoyment  defioit  substantially  higher  in  itt?  that  it  is 

today. 

B.aand  the  President's  proposal  to  raise  marginal  tax  rates 
OB  hiU  inoomV^ii^rividu";  wo'ild^roduce  little  or  no  *JJition.l 
rSvenSe  but  would  weaken  the  economy  and  waste  eoaroe  investment 
dollars. 

Let  me  now  explain  both  of  these  conclusions. 

fYi»  pges^ae»t'a  D<f^,°tt  deduction  Plan 

-  A  realistic  analysis  of  the  President's  proposals  indicates 
that  the  actual  deficit  reduction  in  1997  would  be  less  than  $50 

Million  in  1997  that  is  indicated  in  the  economic  plan. 

-  The  reeulting  deficit  would  be  at  least  3.9  percent  of  GDP, 

worse  over  the  next  four  years. 

-  A  deficit  of  that  magnitude  would  absorb  nearly  two- till rds 
«^  thl  nrivate  saving  in  our  economy.  As  a  result,  the  rate  of 
invi^Jme^'nt'lou'ld  not"2eep  pace  with  cAe  growth  of  the  labor  fore, 
dragging  down  productivity. 

-  The  national  debt  is  currently  more  than  5°  P^f*"^  °'„^^^ 
and  that  shar.  Jould  still  be  rising  In  1997  under  the  CUnton 
plan. 

My  conclusion  that  the  projected  1997  d-'i'L^Jl"/"^^^ 
realistically  at  least  $90  billion  iau  than  the  President  claims 
is  based  on  four  considerations: 

(1)  AS  I  will  explain  in  a  moment,  the  higher  "''^"^  *" 
rates  and  the  elimination  of  the  inoome  "il^^"' ,'»'  ^*'*  JJ^J^iJ 
(HI)  tax  are  likely  to  produce  $24  billion  less  in  tax  revenue  in 
1997  than  the  economic  plan  projects. 

(2)  The  President's  proposed  defense  outlays  for  1997  are  25 
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percent  lover  than  the  outlays  naadad  to  maintain  today' ■  level  of 
real  defense  spending.  That's  a  cut  of  $79  billion  in  1997  from  the 
''constant  real  defense  spending"  baeeline  (more  than  double  the  $37 
billion  cut  that  the  President's  plan  refers  to  by  using  a  defense 
baseline  that  is  actually  $42  billion  less  in  1997  than  today's 
real  spending  level] . 

I  believe  that  the  Congress  will  not  be  willing  to  make  such 
a  drastic  cut  in  defense  spending  at  a  time  of  increasing  military 
uncertainty  and  conflict  around  the  world  and  a  new  global 
proliferation  of  amns  and  ballistic  missiles,  if  Congress  votes  a 
15  percent  real  cut  in  defense  spending  over  the  next  four  years 
instead  of  the  25  percent  cut  projected  by  the  President,  defense 
outlaye  will  be  $30  billion  more  in  1997  than  the  Administration 
plan  projects. 

(3)  Of  the  $60  billion  of  projected  Bondefense  "spending  cuts" 
for  1997,  nearly  $30  billion  are  for  the  kind  of  wishful-thinking 
ffi'inagement  improvements  that  puirport  to  save  money  without  program 
reductions  or  increased  user  charges,  while  such  projections  make 
budget  bottom  lines  look  good,  they  somehow  never  happen  in 
practice. 

(4)  These  three  adjustments  to  the  President's  budget 
projections  add  $84  billion  to  the  projected  1997  deficit  and 
smaller  amounts  to  the  deficits  in  the  intervening  years.  The 
result  is  a  larger  national  debt  in  1997  than  the  administration 
forecasts  and  therefore  $9  billion  more  of  debt  servioe  oests  in 
1997. 

The  result  is  $93  billion  less  in  deficit  reduction  in  1997 
than  the  Clinton  plan  projects.  Note  that  this  assumes  that  all  of 
the  revenue  projections  other  than  the  taxes  on  high  income 
individuals  are  accurate  and  that  new  spending  programs  (including 
the  health  program  that  is  not  even  part  of  the  economic  plan)  do 
not  increase  outlays  more  than  the  $55  billion  projected  for  1997. 

The  Proposed  Inereesee  1b  Personal  Ta»  .gates 

-  The  President's  proposal  to  raise  marginal  tax  rates  on  high 
income  individuals  would  produce  little  or  no  additional  revenue 
but  would  weaken  the  economy  and  waste  scarce  investment  dollars. 

-  Consider  the  effect  of  the  President's  proposed  tax  rate 
increase  on  a  married  couple  with  $180,000  of  taxable  income.  If 
they  respond  to  the  proposed  25  percent  jump  in  marginal  tax  rates 
(from  31  percent  today  to  38.9  percent  including  the  HI  tax  under 
the  Clinton  plan)  by  cutting  their  taxable  income  by  only  s 
percent,  the  Treasury  would  actually  collect  isas  ravnus  from  them 
under  the  Clinton  plan  that  it  does  today. 

As  members  of  this  Committee  know  all  too  well,  a  high 
income  couple  could  easily  achieve  a  five  percent  or  ten  percent 
reduction  in  taxable  income  by  a  combination  of  working  a  bit  less, 
transforming  taxable  compensation  into  untaxed  fringe  benefits, 
shifting  investments  from  taxable  bonds  and  high  dividend  stocks 
into  untaxed  municipal  bonds  or  low  dividend  stocks,  increasing 
their  home  mortgage  interest  deduction  and  investing  the  borrowed 
funds  in  low  tax  investments,  etc. . 

The  attached  Table  l  shows  how  a  relatively  ana l l 
behavioral  response  to  the  jump  in  marginal  tax  rates  wo^.j 
actually  reduce  the  couple's  tax  liability  under  the  Clinton  plar. 
relative  to  their  liability  under  existing  tax  ratee.  Instead  ot 
the  $3,305  of  additional  tax  revenue  that  would  be  collected  if 
there  were  no  behavioral  response,  a  five  percent  reduction  -.r. 
taxable  income  would  reduce  the  couple's  tax  payment  below  what 
they  would  pay  under  current  tax  rates  by  $196  while  a  ten  percent 
reduction  in  taxable  income  would  reduce  the  couple's  tax  payment 
by  $3,697. 

-  Since  half  of  the  taxpayers  with  incomes  over  $140,000  have 
incomes  below  the  $180,000  level  used  in  this  exiunple,  this  exan^ple 
shows  that  even  a  5  percent  reduction  in  taxable  income  would  mean 
that  ths  ma-ioritv  of  taxpayers  who  would  face  higher  tax  rataa 
under  the  Clinton  plan  would  actually  pav  leas  tax  than  thev  do 
under  the  currant,  tav  law. 
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-  Th*««  •xamplcs  indlcat*  th«  Impertanc*  of  taking  the 
behavioral  raspons*  of  taxpayara  Into  account  In  evaluating  the 
revenue  effects  of  the  President's  proposed  tax  Increases.  I  have 
now  done  this  In  collaboration  with  Dr.  Daniel  Feenberg,  a 
colleague  at  the  National  Bureau  of  Economic  Research  (NBER) .  our 
study  is  baaed  on  a  conputerlzed  sample  of  almost  100,000  anonymous 
Individual  tax  returns. 

The  computer  simulation  model  that  we  use  (the  KBER's  TAXSIM 
nodel)  provides  estimates  similar  to  those  produced  by  the  staffs 
of  the  Treasury  and  the  Joint  Tax  Committee  and  can  also  be 
modified  to  show  the  effects  of  alternative  assumptions  about  how 
taxpayers  respond  to  changes  in  tax  rates  and  tax  rules. 

-  The  NBER  study  is  described  in  a  report  that  is  attached  to 
this  testimony  and  that  will  be  published  in  the  Maroh  2and  issue 
of  Tax  Mot^f  ("Higher  Tax  Rates  with  Little  Revenue  Gain:  An 
Empirical  Analysis  of  the  Clinton  Tax  Plan") . 

Our  simulation  analysis  indicates  that  the  higher  tax  rates 
and  the  expanded  Medicare  tax  base  in  the  President's  plan  would 
raise  taxes  by  a  total  of  S26  billion  a  year  fat  1993  levala^  if 
taxpavers  do  not  reanond  to  the  sharp  rlae  in  marginal  tax  rates. 
This  figure  Is  consistent  with  the  revenue  estimate  made  by  the 
Clinton  Administration. 

But  the  assumption  that  taxpayers  do  not  change  their  behavior 
when  confronted  with  marginal  tax  rates  that  are  25  percent  higher 
than  they  are  today  (or  37  percent  for  those  with  incomes  over 
$250,000)  is  clearly  wrong.  If  these  substantial  increaBaa  in 
marginal  tax  ratea  cause  taxpavers  to  reduce  their  taxable  incomea 
by  lust  10  percent,  the  additional  revenue  collected  bv  the 
Treaeury  would  be  less  than  S7  billion  a  yaar. 

These  figures  are  shown  in  Table  2  which  distinguishes  between 
the  effect  on  total  revenue  (column  2)  and  the  effect  on  revenue 
excluding  the  HI  tax.  (column  l) . 

These  calculations  make  no  allowance  for  the  adverae  effect  on 
tax  revenue  of  the  slower  pace  of  economic  recovery  that  is  likely 
to  result  from  the  Clinton  plan. 

These  adjusted  revenue  estimates  have  impertaat  implieationa 
for  the  Adainistration's  deficit  projections. 

-  The  Administration  projects  a  net  deficit  reduction  of  S39 
billion  in  1994,  of  which  more  than  $30  billion  is  projected  to 
come  from  the  higher  tax  rates  on  high  Income  individuals. 
Correcting  only  the  Administration's  eetimate  of  the  liXcly 
increase  in  the  tax  revenue  reduces  the  1994  deficit  reduction  from 
$39  billion  to  only  $17  billion. 

Applying  this  analysis  to  1997  implies  that  tha 
Administration's  projection  of  $33  billion  of  additional  revenue 
from  higher  tax  rates  on  high  income  taxpayers  should  be  reduced  to 
$9  billion.  The  $24  billion  difference  between  $33  billion  and  $9 
billion  is  the  amount  that  I  referred  to  earlier  in  this  testimony 
in  my  analysis  of  the  President's  deficit  projections  for  1997. 

-  The  NBER  report  alao  reviews  evidence  on  how  taxpayers 
responded  to  the  tax  rate  reduction  in  the  early  1980s.  If 
taxpayers  are  even  half  as  sensitive  to  the  proposed  Clinton  tax 
rata  hikes  aa  they  were  when  rates  were  cut  in  the  eerly  1980s, 
the  additional  revenue  raised  by  the  Clinton  plan  would  be  ever 
leee  then  the  projections  based  on  a  ten  percent  reduction  ir 
taxable  Income. 

The  final  row  of  Table  2  shows  tha  effect  on  tax  revenue  it 
taxpayers  are  just  half  as  aenaitive  to  the  Increased  tax  rates  as 
they  were  when  rates  were  cut  in  the  early  1980s.  Those  with 
Incomes  between  $140,000  and  $250, 000  would  reduce  their  taxable 
incomea  by  9  percent  but  those  with  incomes  over  $250,000  (whose 
marginal  tax  rates  would  rise  by  37  percent)  would  reduce  their 
taxable  incomes  by  13  percent.  The  result  would  be  a  net  revenue 
gain  to  the  Treasury  of  only  $3.6  billion  a  year,  essentially  all 
of  which  would  come  from  the  higher  HI  tax  collections  and  none 
from  higher  individual  Income  tax  collections. 
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Bacausa  th«  sharp  ria«  in  marginal  tax  ratas  would  distort 
taxpayara'  daciaiona  about  work  and  aaving  and  personal 
Investments,  it  would  cause  a  significant  waste  ot  raaources  and 
would  reduce  real  incomes  in  the  economy. 

In  my  judgement,  the  NBER  study  ahowa  that  theae  harmful 
effecta  of  higher  marginal  tax  rates  cannot  be  justified  by  any 
corraaponding  gain  in  deficit  reduction. 

Tbe  President 'a  budget  and  tax  plan  vara  prepared  in  haata  and 
vitbeut  the  help  of  the  neoeaaary  ataff  that  bad  not  yet  been 
appointed.  I  hope  that  the  Congress  will  reject  the  President's 
proposal  and  that  you  will  uss  the  expertise  of  this  CoBalttee  to 
out  future  deficits  by  reducing  spending  on  programs  that  are 
vithin  the  Comaittee's  jurisdiction  and  by  raising  revenue  in  ways 
that  are  far  less  dafflaging  than  the  President's  proposal. 

(Two  tables  follow  thia  text.) 


Effects  of  Raduetiona  in  Tax^le  Ineofge  on  Tax  LiabilltaB 
of  >  Marriad  Coupja  with  5180.000  of  Taxable  incoma 

The  following  analyais  ahows  how  President  Clinton's  proposed  increase  ir. 
personai  tax  rates  and  of  the  HI  tax  base  would  affect  the  taxes  paid  by  a 
married  oouple  with  $160,000  of  taxable  income  under  three  alternative 
assumptions  about  their  response. 

UVCKUB 
Revenue  Effect  with  No  Behavioral  Response  CHANOB 

Individual  Income  Taxi  Income  tax  races  rise  from  31  % 

to  36  %  on  the  $40,000  of  taxable  income  between 

$140,000  and  $180,000  ♦  2,000 

HI  Tax!  The  2.9  percent  HI  tax  rate  is  applied  to 

income  between  $135,000  and  $180,000.  +   1,305 

Net  Reveoue  Effect  -f  3,30S 

Revenue  Effect  with  5  Percent  Induced  Decline  in  Taxable  Income  to  S171.0C0 

Individual  Income  Tejii 

Income  tax  rates  rise  from  31  t  to  36  %  on 

the  $31,000  of  taxable  income  between  $140,000 

and  $171,000  *  1,550 

No  income  tax  collected  at  31  %  on  the  $9,000 

of  previously  taxed  income  between  $171,000 

and  $180,000  -  2,790 

HI  Tax!  The  2.9  percent  HI  tax  rate  96  applied  to 

income  btrween  $135,000  arod  S171,C00  +  1,044 

Net  P.evenue  Effect  -   19i 

Revenue  Effect  with  10  Percent  Induced  Oecline  in  Taxable  Income  to  S162.;:: 

Individual  Income  Tax: 

Income  tax  rates  rise  from  31  %  co  36  «  on 

the  $22,000  of  taxable  incorra  batwaan  $140,000 

and  $162,000  *   1,100 

No  income  tax  collected  at  31  t  sn  the  $16,000 

of  previously  taxed  income  bacwaen  $162,000 

and  $160,000  -  5,580 

HI  Tax!  The  2.9  percent  HI  tax  rata  is  applied  to 

income  berween  $135,000  amd  S162.000  ♦    783 

Met  Revenue  Effect  -  3,697 

Testimony  of  Martin  Feldstein,  Ways  and  .Msar.e  Committee,  March  16,  1993. 
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Tabl*  2 


AOarggaf  R*vtnue  ittmet»   of  th«  cilntan.  Pl.n; 
Implieatloni  of  Alfrnative  Behavioral  Raaoonaat 


Projected  change  in 


No  Behavioral  Reaponae 

5  percent  reduction  in 
taxable  incomea 

10  percent  reduction  in 
taxable  incoatea 

IS  percent  reduction  in 
taxable  ineotoea 

9  percent  reduction  in 

taxable  incoaea  below 
$250,000  and  13  percent 
reduction  in  taxable 
incotBea  above  $2 SO, 000. 


Personal  Ineoffle 
Tax  Revenue 
(S  bllliona) 

Total  Tax 

Revenue 

(S  billions) 

21.8 

26.1 

12.2 

16.1 

3.0 

6.6 

-5.7 

-2.S 

0.1 


3.6 


aeureei  N8BR  TAXSIK  caleulatiena  reported  in  Martin  Feldatein  and  Daniel 
Feenberg,  "Higher  Tax  Rate*  with  Little  Revenue  Gain:  An  Empirical  Analyaia  of 
the  Clinton  Tax  Plan,'  (To  be  published  in  Tax  Motee.  March  22,  1993.) 

These  projections  are  estimates  of  changes  in  tax  liabilities  at  1993  ineoma 
levels.  The  'total  tax  revenue'  projections  include  the  2.9  percent  HI  tax  on 
incomes  above  $135,000.  The  analysis  deals  only  with  the  proposed  increase  in 
individual  income  tax  rates  and  in  the  hi  tax  base  and  does  net  reflect  cha 
proposed  changes  in  the  taxation  of  Social  Security  benefita,  in  the  alternative 
minimum  tax  and  in  other  tax  rules. 
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Hi<yhar  Tax  Raf  with  Little  R«venue  Cain; 
An  Empirical  Analvala  of  tha  Clinton  Tax  Pla^ 

Martin  Faldatcin  and  Oanial  Facnbarg* 

This  raport  analyzaa  tha  ravanua  affacta  of  Praaidant 
Clinton'a  Fabruary  I7th  propoaal  to  raiaa  individual  Income  tax 
rataa  and  to  reaove  the  income  ceiling  from  the  Medicare  (Hi) 
payroll  tax. 

The  principal  finding  of  this  analysis  is  that  if  taxpayers 
reduce  their  taxable  incomes  by  a  quite  small  percentage  in 
response  to  the  substantial  increases  in  marginal  tax  rates,  the 
resulting  declines  in  taxable  income  would  eliminate  most  and 
possibly  all  of  the  additional  tax  revenue  projected  by  the 
Administration.  The  amount  of  additional  revenue  estimated  by  the 
Administration  could  only  occur  If  taxpayers  do  not  respond  in  any 
significant  way  to  the  proposed  sharp  rise  in  marginal  tax  rates. 

More  specifically,  the  simulations  presented  in  this  paper, 
which  are  based  on  the  TAXSIM  model  of  the  National  Bureau  of 
Economic  Research,  show  that  the  proposed  increases  in  personal 
taxes  would  raise  approximately  $26  billion  a  year  in  additional 
tax  revenue  if  there  is  no  change  in  taxpayer  behavior  but  less 
than  $7  billion  a  year  if  taxpayers  respond  to  the  higher  tax  rates 
by  reducing  their  taxable  incomes  —  through  less  work  and  through 
explicit  tax  avoidance  atrategles  —  by  just  ten  percent. 

In  all  likelihood,  there  is  relatively  little  revenue  gain  and 
therefore  relatively  little  potential  budget  deficit  reduction  to 
justify  the  substantial  disincentives  and  distortions  that  result 
from  the  much  higher  marginal  tax  rates  that  have  been  proposed. 
Moreover,  since  three-fourths  of  the  deficit  reduction  projected  by 
tha  Clinton  Administration  for  fiscal  year  1994  is  assumed  to  come 
from  these  higher  marginal  tax  rates  on  high  income  individuals, 
the  present  study  also  casts  substantial  doubt  on  the  projected 
reduction  of  the  fiscal  deficit. 

These  calculations  make  no  allowance  for  the  adverse  effects 
on  tax  revenue  of  the  slower  pace  of  economic  recovery  that  is 
likely  to  result  from  the  Clinton  plan.  They  reflect  only 
individual  taxpayer  decisions  to  reduce  taxable  income  and  not  any 
change  in  aggregate  demand. 

*This  report  was  prepared  as  part  of  the  Tax  Research  Project  of 
the  National  Bureau  of  Economic  Research.  Martin  Feldstein  is 
President  of  the  NBER  and  Professor  of  Economics  at  Harvard 
University.  Daniel  Feenberg  is  a  Research  Associate  of  the  KBER. 
(March  14,  1993) 

The  President's  Personal  Tax  Proposal 

The  key  feature  of  the  Clinton  proposal  on  personal  taxation 
is  to  raise  the  tax  ral^e  on  taxable  Incomes  over  $140,000  from  31 
percent  to  36  percent.  For  taxpayers  with  taxable  incomes  over 
$250,000,  the  36  percent  is  raised  to  39.6  percent  by  a  10  percent 
surcharge  on  the  taxes  paid  on  taxable  incomes  over  $250,000.  in 
addition,  the  Medicare  payroll  tax  of  2.9  percent  on  employers  and 
employees  would  no  longer  be  limited  to  $135,000  of  income  but 
would  apply  without  limit  to  incomes  above  that  amount. 

The  basic  effect  of  these  proposed  changes  would  be  to  raise 
the  marginal  tax  rate  from  31  percent  to  38.9  percent  for  taxpayers 
with  incomes  between  $140,000  and  5250,000  and  from  31  percent  to 
42.5  percent  (the  31  percent  marginal  personal  income  tax  rate  la 
raised  to  39.6  percent  with  the  surcharge  and  to  42.5  percent  by 
the  HI  tax) .  In  actual  practice,  the  effect  would  be  more  complex 
because  of  several  features  of  the  existing  tax  law  including  the 

This  figure  is  for  married  couples  filing  joint  returns.  The 
corresponding  figure  for  single  taxpayers  is  $115,000.  To  simplify 
the  discussion  in  the  text  of  this  report,  we  refer  only  to  the  tax 
situation  and  incomes  of  married  couples  but  our  statistical 
analysis  deals  with  single  as  well  as  married  taxpayers. 
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incona-ralatad  raduction  of  itamizad  deductions  and  the  alternative 
ninimuB  tax;  theae  complexities  are  taken  into  account  in  the 
simulations  discussed  below.  The  President's  tax  proposal  also 
Includes  other  features  that  would  raise  the  tax  on  high  income 
individuals  (the  Increased  share  of  Social  Security  benefits  to  be 
included  in  taxable  income,  the  reduced  deduction  for  entertainment 
expenses,  etc.)  that  are  not  included  in  the  present  analysis. 

The  sharp  increase  in  marginal  tax  rates  would  induce  many 
taxpayers  to  reduce  their  taxable  incomes.  This  reduction  in 
taxable  incomes  could  be  achieved  in  a  variety  of  ways. 

The  most  direct  way  for  a  taxpayer  to  reduce  taxable  income  in 
response  to  the  substantially  higher  marginal  tax  rates  would  be  by 
working  less.  That  option  is  likely  to  be  much  more  available  to 
these  high  incomes  taxpayers,  many  of  whom  are  self-employed  or 
receive  compensation  tied  to  performance,  than  it  is  to  the 
population  as  a  whole.  In  addition,  a  substantial  body  of  research 
confirms  that  two-earner  households  are  more  sensitive  to  marginal 
tax  rates  than  single-earner  households. 

Taxpayers  can  also  convert  taxable  investment  income  into 
untaxed  income  (municipal  bonds)  or  into  income  taxed  at  the  much 
lower  effective  tax  rates  on  deferred  capital  gains.  Increasing  tax 
daductiona  by  adding  to  home  mortgages,  by  greater  borrowing  to 
finance  portfolio  investments,  and  by  increased  charitable 
contributions  also  reduces  taxable  income.  Taxable  incomes  can  also 
be  reduced  in  response  to  higher  marginal  tax  rates  by  employer 
policies  that  convert  currently  taxable  compensation  into  untaxed 
forms  (e.g,  first  class  travel  and  accommodations,  corporate  health 
and  fitness  facilities,  other  fringe  benefits,  etc.). 

Our  simulations  calculate  the  effect  of  President  Clinton's 
proposed  increases  in  personal  tax  rates  and  in  the  HI  tax  base 
conditional  on  several  alternative  assumptions  about  taxpayers' 
responses.  He  begin  with  the  "no  behavioral  response"  assumption 
that  has  been  the  traditional  method  of  the  staffs  of  the  Treasury 
and  the  Joint  Tax  Committee.  We  then  calculate  the  revenue  gains  if 
taxpayers  respond  to  the  higher  tax  rates  by  reducing  taxable 
income  by  three  alternative  amounts  (5  percent,  10  percent,  and  15 
percent) .  Finally,  we  use  the  responses  of  taxpayers  to  the  tax 
rate  reductions  in  the  early  1980s  as  a  basis  for  estimating  the 
responses  of  taxpayers  to  the  proposed  rate  increases. 

Two  Representative  Examples 

An  analysis  of  two  representative  high  income  taxpayers  shows 
how  even  relatively  modest  declines  in  taxable  income  in  response 
to  the  large  jumps  in  marginal  tax  rates  can  result  in  the  loss  of 
most  or  all  of  the  additional  tax  revenue  that  would  result  from 
the  higher  tax  rates  if  there  were  no  behavioral  response. 

Consider  first  a  couple  with  taxable  income  of  $180,000,  the 
level  of  income  that  the  Clinton  plan  identifies  as  the  median 
taxpayer  among  those  with  incomes  above  the  $140,000  threshold. 
With  no  behavioral  response  to  the  higher  marginal  tax  rates,  the 
proposed  tax  changes  would  raise  $2000  of  additional  personal 
income  tax  (5  percent  of  the  $40,000  of  income  between  $140,000  and 
$180,000)  and  $1305  of  additional  HI  tax  (2.9  per.-:ent  of  th« 
$45,000  of  income  between  $135,000  and  $180,000)  for  a  total 
revenue  gain  by  the  Treasury  of  S3, 305.  If,  however,  the  couple 
responds  to  the  25  percent  rise  in  their  marginal  tax  rate  (i.e.. 
the  rise  from  31  percent  to  38.9  percent)  by  reducing  their  taxabl* 
income  by  just '5  percent  from  $180,000  to  $171,000,  the  Treasury 
would  actually  lose  money.  This  revenue  loss  occurs  because  t^e 
$9,000  reduction  in  taxable  incoaa  (from  $180,000  to  $171, coO) 
reduces  current  revenue  by  $2790  (at  the  31  percent  existing 
marginal  tax  rate)  while  the  5  percent  increase  in  the  personal  tax 
rate  on  the  $31,000  (between  $140,000  and  $171,000)  raises  only 
$1550  in  revenue  and  the  2.9  percent  hi  tax  on  the  $36,000  (between 
$135,000  and  $171,000)  raises  only  S1044  for  a  total  of  S2594.  Th« 
difference  between  the  $2790  revenue  loss  and  the  $2594  revenue 


This  assumes  that  there  is  a  full  $45,000  of  wage  and  salary 
income  in  excess  of  $135,000  per  individual.  If  the  married  couple 
contained  two  wage  earners  and  each  had  less  than  $135,000  of 
income  subject  to  the  HI  tax,  the  proposed  extension  of  the  HI  tax 
base  would  not  raise  any  additional  revenue. 
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gain  inpli**  a  nat  loaa  to  tha  Traaaury  of  $196  for  this 
rapresantatlve  high  incoae  taxpayer. 

A  slsllar  calculation  for  any  taxpayar  with  incoma  batween 
$140,000  and  $180,000  would  also  show  a  ravanu*  loss  in  rasponsa 
to  a  5  paroant  raduction  in  taxabla  Incoma.  Sinca  half  of  all 
taxpayar*  who  would  face  higher  marginal  tax  rates  under  the 
Clinton  plan  have  incomes  between  $140,000  and  $180,000,  it  follows 
that  more  than  half  of  those  taxpayers  who  face  higher  marginal  tax 
rates  would  actually  pay  lass  tax  under  the  Clinton  plan  than  under 
the  current  tax  law  if  they  reduce  their  taxable  incomes  by  as 
little  as  five  percent  in  response  to  the  jump  in  their  marginal 
tax  rates. 

If  the  higher  tax  rates  proposed  In  the  Clinton  plan  caused  a 
couple  with  $180,000  of  taxable  income  to  reduce  its  taxable  income 
by  10  percent,  the  Treasury  would  actually  lose  $3,697  instead  of 
gaining  tha  $3,305  that  would  result  if  there  were  no  behavioral 
response.  This  revenue  loss  occurs  becauae  tha  Treasury  would  lose 
$3,580  on  the  reduced  taxable  income  (31  percent  of  $18,000)  but 
would  only  gain  $1,100  in  higher  personal  income  tax  (5  percent  of 
the  $22,000  between  $140,000  and  $162,000}  and  $  783  in  greater  HI 
tax  (2.9  percent  of  the  $27,000  between  $135,000  and  $162,000). 

For  a  second  representative  high  income  taxpayer,  consider  a 
couple  with  $400,000  of  taxable  income.  Because  their  taxabla 
Incoae  is  more  than  $250,000,  their  marginal  tax  rate  would  include 
an  additional  3.6  percentage  points  that  results  from  the  10 
percent  ** surcharge,**  bringing  the  total  marginal  tax  rate  to  42.5 
percent.  With  no  behavioral  response,  this  couple  would  pay  $26,085 
more  in  tax  vinder  the  Clinton  plan  than  under  existing  tax  law.  But 
if  tha  37  percent  juj^  in  the  marginal  tax  rate  caused  the  couple 
to  reduce  their  taxable  income  by  10  percent,  the  revenue  rise 
would  be  only  $9085.  Looking  just  at  the  personal  incoae  tax,  the 
rise  in  the  rate  from  the  current  31  percent  to  39.6  percent 
(including  the  "surcharge**)  would  raise  $18,400  if  there  is  no 
behavioral  response  but  only  $2,560  if  these  taxpayers  reduce  their 
taxable  incoma  by  ten  percent. 

The  higher  tax  rates  produce  little  or  no  additional  revenue 
because  there  is  no  increase  in  tax  rates  on  the  first  $140,000  of 
income.  A  relatively  small  reduction  in  total  taxable  income 
therefore  represents  a  substantial  proportional  reduction  in  the 
part  of  incoae  that  is  to  be  taxed  at  a  higher  rate.  Moreover,  tha 
taxabla  income  that  has  been  eliminated  would  have  been  taxed  at  a 
rate  that  was  high  (31  percent)  relative  to  the  increase  in  tha 
tax  rate  (7.9  percent  without  the  surcharge  and  11.5  percent  with 
the  surcharge) . 

It  is  the  structure  of  the  tax  increase,  rather  than  the  final 
tax  rate  or  the  degree  of  taxpayar  responsiveness,  that  causes  the 
loss  of  revenue.  To  see  this,  note  that  increasing  a  proportional 
Incoae  tax  froa  31  percent  to  38.9  percent  would  raise  substantial 
revenue  even  if  taxpayers  reduced  their  taxable  income  by  the  five 
percent  assumed  in  the  above  calculations.  More  apeclf ically,  if  a 
taxpayer  with  $180,000  of  taxable  incoae  now  paid  31  percent  on  all 
of  that  income  (a  tax  of  $55,800) ,  an  increaae  in  that  tax  rata  to 
38.9  percent  would  increase  revenue  to  $70, 020  with  no  behavioral 
response  and  to  $66,519  if  taxpayara  reduced  their  taxable  inconiaa 
by  five  percent  to  $171,000. 

Aaoreaate  Revenue  Effects:  The  KBER  TAXSIM  Analysis 

We  have  usad  the  NBER  TAXSIM  model  to  estimate  the  aggregate 
revenue  effects  of  the  proposed  changes  in  the  personal  income  zax 
ratea  and  in  the  HZ  tax  base.  Tha  TAXSIM  model  uses  a  stratified 
random  sample  of  almost  100,000  individual  tax  returns  provided  by 
the  Internal  Revenue  Service.  These  data  for  1989  are  then  adjusted 
to  estimated  1993  income  levela.  Tha  TAXSIM  model  can  thus  estimat* 
the  revenue  effects  of  alternative  tax  rules  in  a  way  that  is  very 
similar  to  that  used  by  the  Treasury  Department  and  by  the  staff  of 


If  the  couple  does  not  face  any  increase  in  HI  tax  because 
each  had  wage  and  salary  income  of  less  than  $135,000,  the  Treasury 
would  lose  money  if,  in  response  to  the  rise  in  the  marginal  tax 
rate  from  31  percent  to  36  percent,  the  couple  reduced  their 
taxable  income  by  just  $5,000  or  less  than  three  percent  of  the 
initial  taxable  income. 
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th«  Joint  Tax  Cooaltt**.  Th«  TAXSZM  nodal  can  alae  raflact  a 
varlsty  of  behavioral  rasponaes  to  changas  in  tax  rulaa  and  tax 
rate* . 

To  calculata  tht  effect  of  the  proposed  higher  tax  rates  on 
personal  ineone  tax  liabilities,  the  TAXSIN  analysis  incorporates 
current  tax  law  and  changes  only  the  tax  rates  for  high  Income 
single  and  married  taxpayers  according  to  the  schedules  in  the 
Clinton  proposal.  The  resulting  marginal  tax  rates  are  actually 
somewhat  higher  than  that  those  described  above  because  of  the 
current  tax  rule  disallowing  itemized  deductions  equal  to  three 
percent  of  income  above  a  mininum  level.  This  raises  the  currant 
top  marginal  rate  from  31  percent  to  an  affective  marginal  tax  rata 
of  31.9  percent  and  interacts  with  the  Clinton  proposed  rata 
increases  and  makes  the  top  marginal  tax  rate  nearly  44  percent. 
The  higher  tax  rates  implied  by  the  Clinton  plan  would  also  cauaa 
soms  taxpayers  who  currently  pay  the  alternative  minimum  tax  to  pay 
the  regular  income  tax  Instead. 

The  TAXSZM  model  has  been  modified  to  reflect  the  extension  of 
the  2.9  percent  payroll  tax  to  incomes  above  $139,000.  To  calculate 
the  increase  in  the  HI  tax  base  for  each  tax  return,  we  use  a 
statistical  method  to  divide  the  wage  and  salary  Income  (from  line 
1  of  form  1040)  between  the  two  spouses  in  a  way  that  reproduces 
the  relation  between  spouses'  incomes  in  the  1989  Current 
Population  Survey.  In  addition  to  this  wage  and  salary  Income,  the 
HI  tax  Is  applied  to  all  positive  Schedule  C  Income  and  to  all  of 
the  partnership  and  Subchapter  S  corporate  incomes  of  tax  returns 
reporting  positive  net  income  from  this  source. 

The  behavioral  response  for  each  individual  is  constrained  in 
our  analysis  to  keep  the  taxable  income  over  $140,000  since  any 
lower  level  of  Income  would  return  the  taxpayer  to  the  original 
marginal  tax  rate.  For  example,  a  couple  with  income  of  $145,000 
would  not  reduce  their  taxable  income  by  the  full  five  percent  (to 
$138,000)  but  only  to  the  $140,000  level. 

With  no  behavioral  response,  the  TAXSZM  model  implies  that  the 
Clinton  plen  would  raise  tax  liabilities  by  $29.8  billion  at  1993 
income  levels,  including  $21.5  billion  of  additional  personal 
incoms  taxes  and  $4.3  billion  of  additional  HI  taxes.  Table  1  shows 
the  effect  of  altemetive  behavioral  responses  on  the  projected  tax 
revenues . 

These  estimated  increases  in  personal  taxes  cannot  be  compared 
directly  with  the  Administration's  1993  rsvenue  estimates  presented 
in  A  vlalon  of  Change  for  Aaarica  because  the  Adminletration'a 
estimates  are  intended  to  reflect  amounts  collected  by  the  Treasury 
while  our  figures  aure  estimates  of  tax  liabilities  that  may  be  paid 
with  a  lag,  especially  during  the  first  year  of  the  higher  tax 
rates.  The  Administration  shows  only  $1.8  billion  in  Treasury  tax 
receipts  from  this  source  in  fiscal  year  1993  but  then  $27.7 
billion  in  FY1994  and  $19.9  billion  in  FY1999.  0\ir  estimate  of 
$21.9  billion  of  increaaed  tax  liabilities  for  1993  thus  seems 
consistent  with  the  Administration's  projections  for  the  next 
several  years. 

Our  no  behavioral  response  estimate  of  $4.3  billion  of 
additional  HI  tax  revenue  is  also  broadly  oonsistsnt  with  the 
Administration's  estimates  of  additional  revenue  from  this  source. 
The  Administration  shows  no  revenue  from  this  source  for  1993  but 
a  fully-phased- in  level  of  $6.0  billion  in  fiscal  year  1995  which 
then  risss  at  a  rate  of  $400  million  a  year.  That  annual  rata  of 
change  suggests  that  the  Administration's  "fully  phassd  in"  level 
of  additional  HI  taxes  would  be  $9.2  billion  in  1992.  Given  the 
great  difficulty  in  estimating  this  nunbsr  (associated  with  th« 
problems  of  separating  nonlabor  incoaa  from  labor  income  in  tha 
statistics  on  partnerships  and  Subchapter  S  corporations) ,  this 
$5.2  billion  is  close  to  the  $4.3  billion  that  we  estimated. 

The  next  three  lines  of  Table  1  present  the  effects  of  5,  10 
and  15  percent  reductions  in  taxable  income.  The  10  percent 
behavioral  raaponsa  implies  that  the  Treasury  would  collect  only 
about  one-forth  of  the  revenue  that  would  be  collected  if  taxpayers 
did  not  respond  at  all:  $6.8  billion  of  additional  revenue  instead 
of  the  $25.8  billion  projected  with  no  behavioral  response.  Evan 
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Table  1 


R«vnu«  gffacts  of  th«  Clinton  Tax  Plan: 
ImDlicationg  of  AltTnativa  Bahavioral  RagDon««« 


Projected  change  in 
Personal  Income     Total  Tax 
Tax  Revenue        Revenue 
($  blllione)        ($  blllicra) 


No  Behavioral  Rasponse  21.8  2  6.1 

5  percent  reduction  in 

taxable  Incones  12.2  16.1 

10  percent  reduction  in 

taxable  incoaes  3.0  6.6 

15  percent  reduction  in 

taxable  incomes  -5.7  -2.5 

9  percent  reduction  in 

taxable  incoaes  below 

$250,000  and  13  percent 

reduction  in  taxable 

inooaes  above  $250,000.  0.1  3.6 


Source:  NBBR  TAXSIM  calculations. 

These  projections  are  estiaates  of  changes  in  tax  liabilitias  at 
1993  incoae  levels.  The  "total  tax  revenue"  projections  include  th« 
2.9  percent  HI  tax  on  incomes  above  9135,000.  The  analysis  deals 
only  with  the  proposed  increase  in  individual  incoae  tax  rates  and 
in  the  HI  tax  basa  and  does  not  reflect  the  proposed  changes  in  the 
taxation  of  Social  Security  benefits,  in  the  alternative  miniaum 
tax  and  in  other  tax  rules. 


more  striking,  the  increased  revsnue  from  the  individual  income  tax 
would  be  less  than  one  elxth  of  the  revenue  that  is  projected  on 
the  assumption  that  taxpayers  do  not  respond  to  the  higher  marginal 
tax  rates:  $3.2  billion  of  additional  personal  income  tax  revenue 
instead  of  the  $21.5  billion  that  corresponds  to  no  behavioral 
response. 

Comparing  these  figures  with  the  corresponding  estimates  for 
the  five  percent  and  15  percent  reductions  in  taxable  income  shows 
that  each  one  percent  induced  raduction  in  taxable  income  lowars 
the  estimated  total  revenue  by  nearly  $2  billion. 

Earliar  statistical  research  by  Lawrence  Lindsey*  based  on 
taxpayer  responses  to  the  1981  tax  legislation  provides  some 
evidence  on  how  high-income  taxpayers  might  respond  to  the  current 
propoeed  changee.  Lindsey  found  that  each  one  percent  incrsasa  in 
the  marginal  after-tax  share  of  income  that  a  taxpayer  could  retain 
raised  the  taxpayer's  taxable  income  by  between  1.6  percent  and  1.8 
percent.  Allowing  the  responsiveness  to  vary  with  the  taxpayer's 
income  leval  resulted  in  estimates  the  each  one  percent  increase  in 
the  marginal  after-tax  share  of  incoma  raised  the  taxpayer's 
taxable  income  by  l.o  percent  for  taxpayers  with  incomes  of 


See  Lawrence  Lindsay,  "Individual  Taxpayers  Responses  to  Tax 
Cuts: 1982-1984,"  Journal  of  Public  Economics.  1987,  pp.  173-206. 
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$100,000,  by  1.4  pwrcant  for  taxpayars  with  Incoaaa  of  $250,000  and 
by  2.0  paroant  for  taxpayers  vlth  Incomes  of  91  million. 

Thaaa  aatimatad  raaponaaa  my  overstate  the  Induced  changes  In 
taxable  Income  and  In  tax  revenues  that  are  likely  in  the  current 
context.  Some  of  the  tax  shelter  opportunities  that  were  used  by 
high  income  taxpayers  in  the  early  1980s  are  no  longer  available 
because  of  the  Tax  Reform  Act  of  1986.  Moreover,  part  of  the  higher 
proposed  marginal  tax  rate  is  the  2.9  percent  HI  payroll  tax.  This 
portion  of  the  increased  marginal  tax  rate  produces  an  incentive  to 
earn  less  and  to  convert  earned  income  into  untaxed  income  but  does 
not  provide  any  incentive  to  increase  deductions  or  to  change  the 
form  of  investment  income.  To  the  extent  that  the  reduced  taxable 
income  does  not  lover  income  subject  to  the  HZ  tax,  the  revenue 
impact  of  the  reduction  in  taxable  income  would  be  smaller. 

To  be  very  coneervative ,  we  have  replaced  the  Lindsay 
estimates  that  each  one  percent  increase  in  the  marginal  net  income 
share  raises  taxable  income  by  about  1.6  percent  with  a 
responsiveness  of  only  half  that  value,  i.e.  a  response  of  only  a 
0.8  percent  rise  in  taxable  income  for  each  one  percent  rise  in  the 
marginal  net  income  share. 

Applying  this  in  the  current  context,  a  rise  in  the  taxpayer's 
marginal  tax  rate  from  31  percent  to  38.9  percent  ie  equivalent  to 
a  11.4  percent  decline  in  the  marginal  net  income  share  (i.e.,  the 
net-of-tax  income  share  declines  by  7.9  percentage  points  which  is 

11.4  percent  of  the  initial  69  percent  net  income  share) .  Combining 
this  11.4  percent  decline  in  the  marginal  net  income  share  with  the 
0.8  percent  responsiveness  implies  that  a  taxpayer  faced  with  this 
decline  in  the  net  of  tax  share  would  reduce  taxable  income  by  9.1 
percent. 

For  the  higher  income  taxpayers  whose  marginal  tax  rates  would 
rise  from  31  percent  to  42.  S  percent,  the  marginal  net  income  share 
would  fall  by  16.7  percent  (i.e.,  the  net  income  ehare  declines  by 

11.5  peroentage  points  which  is  16.7  percent  of  the  initial  69 
percent  net  income  share.)  A  responsiveness  of  0.8  implies  a  13.3 
percent  decline  in  taxable  income  for  this  group. 

Using  these  parameter  estimates  —  a  9  percent  reduction  in 
taxable  income  for  taxpayers  with  initial  taxable  incomes  under 
$250,000  and  a  13  percent  reduction  in  taxable  incomes  for 
taxpayere  with  incomes  under  $250,000  —  impliee  that  the  proposed 
increase  in  tax  rates  and  in  the  HI  tax  base  would  increase  total 
revenue  by  only  $4.0  billion  rather  than  the  25.8  billion  that 
would  result  if  there  were  no  taxpayer  response.  Essentially  all  of 
the  additional  revenue  would  come  from  the  greater  HI  tax 
collection.  The  total  pereonal  income  tax  revenue  would  rise  by 
lees  than  $500  million,  about  one-tenth  of  one  percent  of  the 
personal  tax  revenue  that  would  be  collected  with  no  change  in  tax 
rates . 

Canelusion 

The  fundamental  conclusion  of  this  analysis  is  that  a 
relatively  small  response  of  taxpayers  to  the  very  substantial 
proposed  rise  in  marginal  tax  rates  would  eliminate  most  and 
possibly  all  of  the  increased  tax  revenue  projected  by  the 
Administration. 

The  distortions  in  labor  supply,  in  personal  invastmsnt 
decisions,  in  the  forms  of  compensation,  and  in  activities  designed 
to  create  tax  deductions  and  tax  losses  all  lead  to  a  waete  of  rea^ 
economic  resources  and  therefore  to  lower  real  incomes. 
Recognition  of  these  adverse  affects  of  high  marginal  tax  rates  lad 
to  the  bipartisan  support  for  the  Tax  Reform  Act  of  1986  which 
reduced  marginal  tax  ratee  and  broadened  the  tax  base.  Tha 
experience  since  1986  has  shown  that  the  lower  tax  rates  led  to 
substantial  increases  in  taxable  incomes,  particularly  among  very 


Since  the  "deadweight  loss"  or  "excess  burden"  caused  by 
distortionary  taxes  is  proportional  to  the  square  of  the  marginal 
tax  rate,  an  increase  in  ths  marginal  tax  rata  from  31  percent  to 
38.9  percent  would  increase  the  deadweight  loss  by  57  percent  whils 
an  increase  in  the  marginal  tax  rate  from  31  percent  to  42.  S 
percent  would  increase  the  deadweight  loss  by  88  percent. 
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high  incoma  individuals. 

A  raturn  to  th«  high  oarglnal  tax  rataa  proposad  by  Praadiant 
Clinton  might  poaslbly  ba  juatiflad  if  thay  vara  accompaniad  by 
aubstantial  incraaaaa  in  tax  ravanua  that  would  ba  used  to  raduca 
tha  larga  budgat  daficits.  But  tha  analyals  and  simulations 
prasantad  in  this  raport  maJca  it  claar  that  tha  structure  ot  tha 
proposad  Incraaaas  in  tax  ratas  would  lead  to  vary  little  if  any 
such  additional  revenue.  The  proposal  to  raise  marginal  tax  rates 
sharply  would  thus  impose  a  significant  burden  on  the  economy 
without  any  corresponding  gain  in  deficit  reduction. 

March  10,  1993. 


See  Daniel  Feenberg  and  James  Poterba,  "Income  Inequality  and 
the  Incomes  of  Very  High  Income  Taxpayers:  Evidence  from  Tax 
Returns,"  NBER  Working  Paper  4229  (December  1992),  forthcoming  in 
Tax  Policy  and  the  Economy  (MIT  Press,  1993). 
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Martin  Feldstein,  Ph.D. 
National  Bureau  of  Economic  Research 
1050  Massachusetts  Avenue 
Cambridge,  Massachusetts   02138 

Dear  Dr.  Feldstein: 

Thank  you  for  your  testimony  on  March  16  at  the  Committee  on 
Ways  and  Means'  public  hearing  on  President  Clinton's  economic 
and  deficit  reduction  plan.   Unfortunately,  because  of  your  tight 
schedule  and  early  departure.  Members  of  the  Committee  missed  the 
opportunity  to  inquire  of  you  about  several  subjects  of  interest 
to  them. 

I  am  specifically  interested  in  your  remarks  about  the 
Administration's  proposed  increase  in  marginal  tax  rates  of 
high-income  individuals.   You  testified  that  these  would  "raise 
little  or  no  additional  revenue"  and  you  referred  to  them  as 
"damaging."   Would  you  please  provide  responses  to  the  enclosed 
questions  for  the  formal  hearing  record? 

Thank  you.  Dr.  Feldstein,  for  taking  the  time  to  testify 
before  the  Committee  and  to  respond  to  these  questions.   Your 
answers  will  be  helpful  to  the  Committee  on  Ways  and  Means  as  we 
review  the  Administration's  tax  proposals  and  other  economic 
initiatives.   It  would  be  most  helpful  to  us  if  we  received  your 
response  for  the  record  by  April  26,  1993. 

Sincerely  yours, 


Dam  RoStenkowski 
Cnairman 


DRtkocc 
Enclosure 
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QUESTIONS  FOR  DR.  FELDSTEIN 

1.  You  concluded  your  testimony  by  urging  the  Committee  to 
reduce  the  deficit  through  spending  cuts  or  through  revenue 
increases  that  are  "less  damaging"  than  the  President's 
proposals.   What  specific  spending  cuts  and  revenue  increases 
do  you  advocate?   Since  you  state  on  page  5  of  the  report 
that  accompanied  your  testimony  that  the  revenue  loss  you 
predict  results  from  the  progressive  structure  of  the  income 
tax,  would  you  support  an  across-the-board  increase  in  income 
tax  rates? 

2.  What  types  of  behavioral  responses  do  you  expect  to  result  in 
the  reduction  in  taxable  income  discussed  in  the  report?  How 
large,  in  elasticity  terms,  are  these  expected  responses? 
What  percentages  of  the  declines  in  taxable  income  you 
predict  are  the  result  of  decreases  in  labor  supply, 
increases  in  itemized  deduction,  shifting  of  income  to 
untaxed  sources,  shifting  of  income  into  capital  gain 
producing  assets,  or  other  behavioral  responses? 

3.  If  you  used  the  same  methodology  to  look  at  the  revenue 
effects  of  increasing  the  high-end  marginal  tax  rates  in  the 
Omnibus  Budget  Reconciliation  Act  of  1990,  how  would  your 
predicted  effects  compare  with  what  was  otsserved? 

4.  A  significant  part  of  the  increase  in  marginal  rates  in  the 
Administration's  proposal  is  due  to  the  proposed  increase  in 
the  base  of  the  Medicare  (HI)  tax.   Since  you  acknowledge  on 
page  8  of  your  report  that  this  tax  is  harder  to  avoid  than 
the  income  tax,  why  does  your  analysis  not  distinguish 
between  the  response  of  Hl-taxable  wages  and  that  of  taxable 
income? 

5.  In  your  examples,  you  assume  that  the  Medicare  (HI)  tax 
applies  only  to  the  first  $135,000  of  a  household's  earnings 
under  current  law.   As  noted  in  footnote  2  of  your  report 
with  Daniel  Feenberg,  this  is  true  only  for  a  single-earner 
household.   How  many  households  in  this  income  range  are 
single-earner  households? 

6.  Table  1  in  your  testimony  may  miscalculate  the  amount  of  tax 
revenue  of  the  HI  tax  under  your  "no  behavioral  response" 
case.   The  HI  tax  applies  to  wage  income,  not  taxable  income. 
A  couple  with  $180,000  of  taxable  income  would  have  a  higher 
amount  of  gross  income.   In  the  cases  you  show  to  illustrate 
given  behavioral  responses,  you  assume  that  the  decline  in 
taxable  income  consists  entirely  of  wage  decreases.   What 
assumption  did  you  use  in  your  simulations? 

7.  Do  you  take  into  account  the  alternative  minimum  tax  in  your 
simulations?   To  what  extent  will  taxpayers  who  reduce  their 
taxable  income  by  taking  increased  deductions  be  subjected  to 
the  AMT? 
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STATEMENT  OF  MARK  BLOOMFIELD,  PRESmENT,  AMERICAN 
COUNCIL  FOR  CAPITAL  FORMATION 

Mr.  KOPETSKI.  Welcome,  Mr.  Bloomfield.  When  that  red  light 
goes  on,  that  means  the  5  minutes  have  expired. 

Mr.  Bloomfield.  Mr.  Chairman,  members  of  the  committee,  my 
name  is  Mark  Bloomfield,  I  am  president  of  the  American  Council 
for  Capital  Formation,  and  I  am  accompanied  by  Dr.  Margo 
Thoming,  our  chief  economist.  We  very  much  appreciate  the  oppor- 
tunity to  present  testimony  on  the  capital  formation  impact  of  the 
tax  elements  of  the  administration's  economic  proposal. 

The  ACCF  represents  a  broad  cross-section  of  the  American  busi- 
ness community,  including  the  manufacturing  and  investments  sec- 
tors, Fortune  500  companies,  and  smaller  firms,  and  individual  in- 
vestors. Our  board  of  directors  includes  Cabinet  members  of  prior 
Democratic  and  Republican  administrations,  former  Members  of 
Congress,  prominent  business  leaders,  and  public  finance  experts. 
Our  affiliated  public  policy  think  tank  has  commissioned  extensive 
economic  research  in  the  past  several  years  which  we  believe  is 
pertinent  to  this  subject  today. 

Our  frame  of  reference  is  the  impact  of  the  tax  package  as  a 
whole  as  well  as  specific  elements,  the  investment  tax  credit,  alter- 
native minimum  tax,  capital  gains  taxes,  energy  taxes,  and  the  in- 
creases in  individual  and  corporate  tax  rates  on  saving  and  invest- 
ment in  the  U.S.  economy.  As  a  predicate  to  discussion  of  the  Presi- 
dent's tax  proposals,  I  would  like  to  say  a  few  words  about  the  level 
of  investment  in  the  United  States  and  the  impact  of  tax  policy. 

First,  as  Secretary  Bentsen  last  week  documented  to  this  com- 
mittee, U.S.  annual  private  investment  as  percentage  of  GDP  has 
persistently  over  the  last  12  years  lagged  behind  our  competitors. 
Second,  recent  research  shows  that  the  volume  of  investment  in 
equipment,  and  I  stress  equipment,  is  a  critical  factor  in  the  pace 
of  economic  growth  and  development.  In  their  research.  Harvard 
professors  Larry  Summers,  now  Treasury  Under  Secretary-des- 
ignate for  International  Affairs,  and  Brad  De  Long  conclude  that 
for  a  broad  cross-section  of  countries,  every  1  percent  of  GDP  that 
is  invested  in  equipment  is  associated  with  an  increase  in  the  GDP 
growth  rate  itself  of  one-third  of  1  percent — a  very  substantial  rate 
of  return. 

And  third,  although  the  Tax  Reform  Act  of  1986  substantially  re- 
duced corporate  and  individual  income  tax  rates,  the  legislation 
also  raised  effective  tax  rates  on  the  equipment  I  just  mentioned 
through  the  repeal  of  the  investment  tax  credit,  lengthening  of  cap- 
ital cost  recovery  periods  and  enactment  of  the  alternative  mini- 
mum tax  and  higher  tax  rates  on  capital  gains.  Analysis  by  Arthur 
Andersen  &  Co.  shows  that  for  equipment  that  is  technologically 
innovative  or  crucial  to  U.S.  economic  strength,  our  capital  cost  re- 
covery lags  badly  behind  our  major  competitors. 

With  that  background,  Mr.  Chairman,  let's  now  turn  to  the 
President's  proposal.  Two  major  questions  emerge  with  respect  to 
the  impact  of  President  Clinton's  plan  on  private  capital  formation. 
First,  will  it  raise  the  national  saving  rate?  Second,  will  it  increase 
the  proclivity  of  decisionmakers  in  business  to  step  up  productive 
investment  rather  than  use  available  funds  for  other  purposes? 
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First  on  the  savings  side,  the  promise  of  the  President's  plan  de- 
pends on  deficit  reduction  that  would  free  up  saving  for  capital  for- 
mation, other  things  being  equal.  Other  things,  as  Professor  Feld- 
stein  pointed  out,  however,  are  not  equal.  The  administration's  pro- 
posal contains  individual  tax  increases  that  are  heavily  tilted  to- 
ward upper-income  groups.  Many  such  taxpayers  will  maintain 
their  levels  of  consumption,  or  reduce  them  only  slightly  and  in  ef- 
fect pay  the  higher  taxes  by  reducing  savings.  Business'  ability  to 
save  through  retained  after-tax  earnings  will  be  reduced  by  the  in- 
crease in  the  corporate  tax  rate,  the  new  energy  tax  and  the  var- 
ious provisions  that  on  balance  combine  to  raise  the  business  tax 
burden. 

Second  on  the  investment  side,  very  little  of  the  investment  iden- 
tified in  the  Clinton  plan  will  be  in  the  form  of  capital  outlays  in 
the  private  sector.  A  positive  factor  is  the  permanent  extension  of 
the  R&D  credit.  The  alternative  minimum  tax  reform  is  a  step  in 
the  right  direction,  but  unfortunately,  minimal  on  its  impact  in  re- 
lieving the  heavy  taxation  of  investment.  The  two  proposed  invest- 
ment tax  credits  will  do  little  to  promote  investment  in  the  produc- 
tive equipment  that  is  so  crucial  to  growth.  The  President  is  correct 
in  proposing  a  capital  gains  tax  cut,  but  the  measure  should  be  ex- 
panded in  order  to  have  a  significant  impact  on  the  cost  of  capital. 
A  negative  impact  is  the  proposed  Btu  tax  on  energy  which  is  likely 
to  affect  U.S.  economic  growth  adversely. 

The  President  rightly  asks:  If  you  have  concerns  with  the  admin- 
istration's proposal,  suggest  a  fiscally  responsible  and 
proinvestment  alternative.  We  believe  a  broad-based  consumption 
tax,  such  as  a  value-added  tax,  is  preferable  to  the  increase  in  en- 
ergy taxes  in  the  Clinton  proposal.  Furthermore,  we  advocate  re- 
structuring the  U.S.  tax  system  so  as  to  reduce  the  heavy  penalty 
on  saving  and  investment  inherent  in  income  tax.  Revenue  from  a 
U.S.  consumption  tax  could  be  used  to  reduce  the  deficit  and  fi- 
nance tax  reform,  including  incremental  measures  such  as  the  in- 
vestment tax  credit,  reform  of  the  alternative  minimum  tax,  envi- 
ronmental investment  which  is  heavily  penalized  in  our  country 
compared  to  our  competitors,  restoration  of  a  capital  gains  differen- 
tial, and  more  liberal  IRAs.  If  spending  were  restrained,  as  the 
President  has  proposed,  the  revenue  from  such  a  tax  would  also  re- 
duce Federal  dissaving,  lower  real  interest  rates,  cut  capital  costs, 
and  make  the  United  States  more  competitive. 

In  conclusion,  Mr.  Chairman,  as  Secretary  Bentsen  said  to  this 
committee  last  week,  "Deficit  reduction  will  make  an  important 
contribution  to  long-term  economic  growth."  But  the  Secretary 
added,  "We  need  to  take  action  to  create  jobs  and  to  stimulate  in- 
vestment." We  can't  do  it  with  the  existing  tax  system.  We  can't 
get  there  with  incremental  steps.  We  need  to  be  bolder.  The  con- 
sumption tax  alternative  with  adequate  safeguards  for  lower  in- 
come Americans  can  get  us  there. 

Thank  you. 

Mr.  KOPETSKI.  Thank  you. 

[The  prepared  statement  and  attachments  follow:] 
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Statement  of 

Mark  BloomSeld,  President 

American  Council  for  Capital  Formation 

before  the  House  Ways  and  Means  Committee 

March  16,  1993 


Introduction 

My  name  is  Mark  Bloomfield.  I  am  President  of  the  American  Council  for  Capital 
Formation  (ACCF).  I  am  accompanied  by  Dr.  Margo  Thoming,  our  chief  economist.  We 
appreciate  the  opportunity  to  present  testimony  on  the  impact  of  the  tax  elements  of  the 
Administration's  economic  proposal  on  capital  formation,  the  effect  of  specific  tax  proposals 
on  saving  and  investment,  and  the  feasibility  of  an  alternative  revenue  option  to  reduce  the 
deficit  and  promote  economic  growth. 

The  ACCF  represents  a  broad  cross  section  of  the  American  business  community, 
including  the  manufacturing  and  investment  sectors,  Fortune  500  companies  and  smaller 
firms,  associations,  individuals,  and  investors.  Our  board  of  directors  includes  cabinet 
members  of  prior  Democratic  and  Republican  administrations,  former  members  of  Congress, 
prominent  business  leaders,  and  public  finance  experts.  Our  affiliated  public  policy  think 
tank,  the  ACCF  Center  for  Policy  Research,  has  commissioned  extensive  economic  research 
in  the  past  several  years  as  part  of  its  multi-year  project.  Tax  and  Environmental  Policies  and 
U.S.  Economic  Growth,  which  we  believe  is  pertinent  to  the  subject  of  today's  hearing. 

In  order  to  analyze  the  economic  impact  of  the  Administration's  proposal  and  to 
weigh  alternative  approaches,  it  is  imperative  to  set  forth  a  standard  against  which  to  judge 
the  tax  initiatives  the  President  has  asked  the  Committee  to  consider.  Our  frame  of 
reference  is  the  impact  of  the  tax  package  as  a  whole  as  well  as  specific  elements-the 
investment  tax  credit,  the  alternative  minimum  tax,  capital  gains  taxes,  energy  taxes,  and  the 
increases  in  the  individual  and  corporate  tax  rates~on  saving  and  investment  in  the  U.S. 
economy. 

President  Clinton,  in  the  campaign  and  since  his  first  weeks  in  office,  has  done  a 
remarkably  good  job  of  articulating  the  fundamental  economic  difficulties  we  need  to 
overcome  and  the  basic  choices  the  country  faces  to  accomplish  that  task.  He  is  to  be 
applauded  for  his  political  leadership  in  moving  forward  expeditiously  and  courageously  with 
his  economic  plan  and  in  mobilizing  public  support  behind  it.  The  promise  of  the  President's 
package  depends  to  a  very  large  extent  on  reduction  of  the  federal  deficit  as  a  percentage 
of  gross  domestic  product  (GDP)  fi-om  about  5  percent  to  nearly  half  that  level  over  the  next 
five  years,  thereby  significantly  increasing  our  national  saving  and  private  investment  and 
putting  us  on  the  road  to  solid  economic  growth. 

Much  of  the  ability  to  deliver  on  this  promise  depends  on  what  Congress  does  on  the 
spending  side-making  sure  that  the  spending  cuts  are  real,  that  the  ratio  of  spending  cuts 
to  tax  increases  does  not  erode,  and  that  enforcement  of  spending  cuts  becomes  a  reality 
rather  than  a  promise.  However,  the  Committee's  agenda  today  is  to  focus  on  the  tax 
component  of  the  package  and  in  particular,  on  the  impact  of  the  proposals  on  saving  and 
investment,  competitiveness,  and  economic  growth-which  is  our  area  of  expertise.  To  put 
it  succinctly,  one  can  reduce  the  federal  deficit  by  increasing  taxes  on  private  saving  and 
investment  or  by  enacting  alternative  tax  measures  that  do  not  impede  the  saving  and 
investment  so  critical  for  long-term  economic  growth.  To  pursue  the  latter  is  our  challenge. 

Factors  Influencing  Economic  Growth 

As  a  predicate  to  our  discussion  of  the  tax  components  of  the  President's  economic 
package,  there  are  several  major  factors  that  influence  economic  growth  that  I  would  like 
to  bring  to  the  attention  of  the  Ways  and  Means  Committee. 
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•  U.S.  Saving  and  Investment  Too  Low 

Investment  spending  in  the  United  States  in  recent  years  compares  unfavorably  with 
that  of  other  nations  and  our  own  past  experience.  From  1973  to  1990  saving  and  investment 
as  a  percent  of  GDP  was  lower  for  the  United  States  than  for  any  of  our  major  competitors 
with  the  exception  of  the  United  Kingdom  (see  Table  1).  Further,  U.S.  annual  net  private 
domestic  investment  is  currently  averaging  less  than  2  percent,  compared  to  6.9  percent  over 
the  1960-1981  period. 

A  comparison  with  Japan  is  illustrative  of  our  investment  disadvantage  in  the  very 
competitive  global  economy  today.  Japan's  lead  in  saving  and  investment  is  highlighted  by 
a  comparison  over  the  1973-1990  period.  Over  that  time  period,  Japan  invested  a  much 
larger  portion,  30.1  percent,  of  its  GDP  in  plant  and  equipment,  as  contrasted  with  only  17.8 
percent  in  the  United  States  (see  Table  1).  Even  more  disturbing  is  the  fact  that  Japan, 
whose  GDP  is  just  over  half  that  of  the  United  States,  is  investing  more  in  absolute  dollar 
amounts  than  is  the  United  States  and  invests  twice  as  much  per  worker.  In  1990,  Japan's 
nonresidential  fixed  investment  equalled  $675  billion,  while  the  comparable  figure  in  the  U.S. 
was  only  $524  biUion. 

Those  who  argue  that  U.S.  investment  in  productive  equipment  has  held  up  well  after 
the  passage  of  the  Tax  Reform  Act  of  1986  (TRA)  need  to  look  at  the  data  before  and  after 
the  1986  legislation.  For  example,  producers'  durable  equipment  is  growing  at  a  rate  of  less 
than  9  percent  during  the  economic  recovery  that  began  in  the  second  quarter  of  1992, 
compared  to  over  16  percent  during  the  previous  recovery  that  began  in  1982  (see  Table  2). 
Furthermore,  disaggregating  the  data  on  investment  in  producers'  durable  equipment  reveals 
some  troubling  information.  Few  will  dispute  the  gain  in  productivity  in  steel  manufacturing 
as  a  result  of  replacing  old  equipment  with  a  modem,  state-of-the-art,  continuous  casting 
process.  Similarly,  computer-driven  assembly  lines,  robotics,  better  equipment  to  promote 
energy  conservation,  and  efficiency  in  transportation  score  heavily  in  the  productivity 
sweepstakes.  But  the  fact  is  that  overall  figures  on  investment  in  equipment  are  heavily 
influenced  by  information  processing  outlays,  which  are  less  important  for  enhancing 
manufacturing  productivity.  Recent  data  therefore  hide  the  truly  important  trends. 

Computations  by  Dr.  Charles  Steindel  of  the  Federal  Reserve  Bank  of  New  York,  an 
expert  on  investment  and  capital  costs,  tell  an  interesting  and  disturbing  story.  To  be  sure, 
as  Chart  1  shows,  the  annual  percentage  change  in  the  overall  net  stock  of  business 
equipment  has  risen  by  4  to  5  percent  in  each  of  the  past  four  decades,  and  the  1980-1989 
average  annual  rate  of  4.1  percent  compares  favorably  with  the  rates  in  the  earlier  periods. 
But,  those  figures  include  all  equipment-ranging  from  the  business  furniture  and  fixtures 
that  add  almost  nothing  to  manufacturing  productivity,  to  the  office  equipment  that  does  add 
something  but  not  as  much  as  equipment  used  directly  in  the  production  process,  to  the  truly 
productive  equipment  that  is  really  the  heart  of  the  matter.  And  when  overall  equipment 
figures  are  broken  down,  the  recent  trend  in  productive  investment  is  shocking. 

Steindel's  net  capital  stock  figures  show  an  average  annual  increase  in  industrial 
equipment  (and  for  equipment  less  information  processing)  of  4  to  5  percent  for  the  three 
decades  ending  in  1979,  but  the  trend  is  downward,  falling  to  the  abysmally  low  level  of 
about  1.5  percent  for  the  decade  of  the  1980s. 

This  extremely  low  level  of  productive  investment  portends  slower  growth  and 
reduced  U.S.  competitiveness.  It  is  a  direct  and  significant  threat  to  the  standard  of  living 
of  the  American  people. 

•  Equipment  Investment  Crucial  To  Growth 

Recent  research  confirmed  what  many  of  us  knew  intuitively-that  the  volume  of 
investment  in  equipment  is  a  critical  factor  in  the  pace  of  economic  growth  and 
development.  New  research  by  Harvard  professor  J.  Bradford  De  Long  concludes  that,  for 
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a  broad  cross-section  of  nations,  every  1  percent  of  GDP  that  is  invested  in  equipment  is 
associated  with  an  increase  in  the  GDP  growth  rate  itself  of  one-third  of  one  percent~a  very 
substantial  rate  of  return.  De  Long  therefore  also  concludes  that  investment  in  equipment 
is  perhaps  the  single  most  important  factor  in  economic  growth  and  development. 

According  to  De  Long,  the  link  between  machinery  investment  and  economic  growth 
is  due  to  the  embodiment  of  new  technology  in  new  equipment.  He  observes: 

New  and  improved  technologies  are  greatly  assisted  by  and  in  most  cases 
require  new  capital  goods  and  new  types  of  capital  goods.  Without  investing 
in  the  machinery  that  embodies  the  modem  technologies  of  the  industrial 
revolution,  it  is  impossible  to  utilize  them  in  production.  [Harvard  professor] 
Dale  Jorgenson's  estimates  of  production  functions  for  individual  industries 
find  that  productivity  growth  is  strongly  capital-  and  energy-using.  Make 
capital  goods  (or  energy)  sufficiently  expensive,  and  firms  will  not  adopt  more 
productive  methods  of  operation. 

Professor  De  Long's  findings  expand  on  earlier  research  he  and  Dr.  Lawrence 
Summers,  now  the  Treasury  undersecretary-designate  for  international  affairs,  undertook  on 
the  importance  of  equipment  investment  to  economic  growth. 

•  U.S.  Investment  and  Capital  Costs 

The  user  cost  of  capita]  is  the  pretax  return  on  a  new  investment  that  is  required  to 
cover  the  purchase  price  of  the  asset,  the  market  rate  of  interest,  inflation,  risk,  economic 
depreciation,  and  taxes.  This  capital  cost  concept  often  is  called  the  "hurdle  rate"  because 
it  measures  the  return  an  investment  must  yield  before  a  firm  would  be  willing  to  undertake 
the  capital  expenditure. 

Although  TRA  substantially  reduced  corporate  and  individual  income  tax  rates,  the 
legislation's  capital  cost  recovery  provisions  raised  effective  tax  rates  and  capital  costs  for 
productive  and  pollution-control  assets.  This  should  be  of  concern  to  policymakers  because 
the  higher  the  cost  of  capital,  the  fewer  the  investment  projects  that  will  meet  business 
hurdle  rates. 

According  to  estimates  by  an  expert  on  capital  costs.  Dr.  Joel  Prakken  of  Laurence 
H.  Meyer  &  Associates,  the  user  cost  for  most  types  of  productive  equipment  rose  from  11 
percent  in  the  late  1970s  to  ahnost  19  percent  in  1990,  an  increase  of  more  than  70  percent 
(see  Chart  2).  The  double-digit  interest  rates  that  emerged  in  the  late  1970s  were  a  major 
part  of  the  increase  in  the  first  part  of  the  period.  The  rise  since  1981,  however,  has  been 
almost  entirely  driven  by  tax  increases  on  investment  in  equipment  (i.e.,  the  loss  of  the 
investment  tax  credit  (ITC)  and  the  lengthening  of  depreciable  lives)  and,  to  a  lesser  extent, 
the  increase  in  tax  rates  on  capital  gains.  Indeed,  according  to  the  Congressional  Research 
Service  (CRS),  the  user  cost  of  capital  for  investment  in  equipment  rose  by  23  percent 
between  1981  and  1986,  for  tax  policy  reasons  alone.  Prakken's  analysis  reinforces  the  CRS 
findings,  indicating  that  if  the  provisions  of  the  Economic  Recovery  Tax  Act  of  1981  had 
stayed  intact,  rather  than  largely  being  repealed  between  1982  and  1986,  the  user  cost  of 
capital  for  equipment  in  1990  would  have  been  substantially  less  than  19  percent. 

The  impact  of  TRA  on  U.S.  industry  can  be  illustrated  by  the  following  example 
relating  to  the  present  value  of  the  capital  cost  recovery  allowance  when  a  corporation 
purchases  new  equipment.  The  present  value  of  the  capital  cost  recovery  allowance  for 
modern  and  competitive  continuous  casting  equipment  for  steel  production  under  the 
strongly  pro-investment  tax  regime  in  effect  from  1981  to  1985  was  98  percent,  according  to 
a  study  by  Arthur  Andersen  &  Co. 
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In  contrast,  under  current  law  the  present  value  of  the  capital  cost  recovery 
allowance  for  that  same  investment  today  is  only  78.5  percent  for  a  corporation  paying  the 
regular  income  tax.  And  if,  as  most  major  steel  companies  are,  it  is  subject  to  the  corporate 
alternative  minimum  tax  (AMT),  the  present  value  is  only  55.9  percent  (see  Table  3). 

The  Arthur  Andersen  study  also  shows  that  we  lag  behind  many  of  our  major 
competitors  in  equipment  that  is  technologically  innovative,  crucial  to  U.S.  economic 
strength,  or  helps  prevent  pollution.  Examples  are  equipment  used  to  make  computer  chips, 
robots  for  the  manufacturing  process,  engine  blocks  and  crankshafts  for  automobiles  and 
trucks,  equipment  used  in  the  continuous  casting  process  for  steel,  and  scrubbers.  For  firms 
in  the  AMT,  the  situation  is  even  worse;  these  taxpayers  rank  last  internationally  or  nearly 
last  in  terms  of  the  amount  of  investment  recovered. 

•  The  Alternative  Minimum  Tax  and  Capital  Costs 

The  corporate  AMT  has  an  especially  pernicious  effect  on  the  cost  of  capital,  as  a 
study  by  University  of  Maryland  Economics  Professor  Andrew  Lyon  reveals.  TRA  created 
a  comprehensive  AMT  system  separate  from,  but  parallel  to,  the  regular  tax  system.  Under 
the  AMT  regime,  taxable  income  is  modified  by  an  intricate  series  of  "adjustments"  to 
income,  including  depreciation.  A  high  level  of  investment  is  a  major  reason  firms  become 
AMT  taxpayers.  Depreciation  allowances  for  firms  paying  the  alternative  minimum  tax 
generally  are  much  less  favorable  than  those  for  firms  paying  the  regular  corporate  income 
tax  (see  Table  3).  Today,  an  estimated  50  percent  of  large  U.S.  companies  may  pay  the 
AMT  rather  than  the  regular  income  tax  in  1991  and  beyond.  Yet,  a  high  level  of  investment 
is  exactly  what  is  needed  for  increasing  economic  growth. 

For  example,  an  AMT  firm  investing  in  factory  robot  equipment  encounters  capital 
costs  that  are  17  percent  higher  than  those  faced  by  a  firm  paying  the  regular  income  tax 
(see  Chart  3).  Investment  in  pollution-control  facilities  fares  even  worse;  capital  costs  for 
AMT  firms  are  22  percent  higher  than  for  firms  subject  to  the  regular  income  tax. 

•  Capital  Gains  and  Capital  Costs 

Since  capital  gains  are  an  important  element  of  U.S.  capital  costs,  high  capital  gains 
tax  rates  raise  capital  costs  and  thus  impede  productive  investment.  Stanford  professor  John 
Shoven  and  Boston  Company  economist  Allen  Sinai  estimate  that  halving  the  capital  gains 
tax  rate  would  cut  the  user  cost  of  capital  upwards  of  7  percent.  Lower  capital  gains  tax 
rates  would  encourage  entrepreneurship  and  new  business  startups.  This  is  because  investors 
who  furnish  the  necessary  risk  capital  seek  after-tax  returns  high  enough  to  justify  the 
considerable  risk  involved.  The  tax  also  hits  heavily  at  phantom  income-gains  from  inflation. 
This  is  wholly  at  odds  with  American  ideas  of  fairness.  Finally,  U.S.  capital  gains  taxes  are 
much  higher  than  those  in  most  other  industrialized  countries;  this  provides  an  economic 
advantage  to  our  competitors. 

•  The  Role  of  Saving  Incentives 

ACCF  research  on  the  taxation  of  saving  concludes  the  U.S.  taxes  personal  saving- 
interest,  capital  gains,  and  dividends-much  more  harshly  than  our  competitors.  The 
Individual  Retirement  Account  (IRA)  is  one  approach  to  ameliorate  the  bias  against  saving. 

Many  tax  policy  experts,  including  the  Treasury  Department's  Lawrence  Summers, 
conclude  that  TRA's  partial  revocation  of  IRAs  was  an  unfortunate  response  to  the 
widespread  belief  that  IRAs  were  ineffective  in  stimulating  saving  during  the  early  and  mid- 
1980s.  These  experts  now  believe  that  this  conviction  is  not  supported  by  the  available 
evidence.  While  the  official  measured  personal  saving  rate  declined  during  the  early  and 
mid-1980s,  this  should  not  be  taken  as  evidence  that  IRAs  did  not  have  a  substantial  impact 
on  saving  decisions.  Many  other  factors  affecting  the  saving  rate  have  changed  since  1981, 
so  that  any  positive  effect  IRAs  might  have  had  has  been  masked.  Higher  stock  prices,  the 
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recession  in  1982-1983,  the  desire  of  baby  boomers  to  maintain  the  consumption  levels 
enjoyed  by  their  parents,  reduced  corporate  pension  contributions,  increased  consumer 
borrowing,  and  renewed  consumer  confidence  all  are  possible  explanations  for  the  low  saving 
rate.  Without  the  enactment  of  IRAs,  the  saving  rate  might  well  have  fallen  even  further. 

The  weight  of  the  available  evidence  suggests  that  IRAs  generated  a  significant 
amoimt  of  saving  that  would  not  otherwise  have  taken  place.  Under  current  law,  if  IRAs 
were  reinstated  the  government  would  lose  about  twenty-five  cents  for  each  dollar  of 
contribution,  according  to  Dr.  Summers.  If  more  than  one-fourth  of  the  money  contributed 
to  IRAs  represents  new  saving,  IRAs  will  increase  private  saving  by  more  than  their  revenue 
cost.  This  means  that  net  national  saving  will  still  increase  on  balance  because  the  induced 
increase  in  private  saving  will  be  greater  than  the  increase  in  government  dissaving  resulting 
from  the  higher  government  deficits. 

Tax  Restructuring  with  a  Broad-Based  Consumption  Tax 

Over  the  long  term,  the  ACCF  advocates  restructuring  the  U.S.  tax  system  so  as  to 
reduce  the  multiple  taxation  of  saving  and  investment  inherent  in  the  income  tax,  thus 
promoting  productivity  and  higher  living  standards. 

The  time  has  come  to  take  a  close  look  at  a  broad-based  U.S.  consumption  tax  such 
as  a  VAT.  All  of  our  major  competitors,  including  Japan,  Canada,  and  Germany,  employ  a 
VAT  in  their  fiscal  arsenals.  Our  low  saving  rate  and  large  trade  deficit  emphasize  the  need 
to  move  away  from  relying  so  extensively  on  the  income  tax,  which  is  biased  against  saving 
and  investment,  and  toward  a  system  which  is  neutral  with  respect  to  the  saving/consumption 
decision.  ACCF-sponsored  research  shows  that  federal  spending  cuts  would  be  the  strongest 
pro-growth  way  to  "pay  for"  tax  restructuring.  However,  if  additional  revenues  are  needed, 
a  broad-based  consumption  tax,  such  as  a  value  added  tax  (VAT),  which  would  yield 
upwards  of  $30  billion  per  point  per  year,  could  provide  the  wherewithal  for  deficit  reduction 
and  for  the  tax  initiatives  for  U.S.  growth  and  competitiveness.  Revenue  from  a  U.S. 
consumption  tax  could  finance  an  investment  tax  credit,  reform  of  the  alternative  minimum 
tax,  more  favorable  tax  freatment  for  environmental  protection  investment,  the  restoration 
of  a  capital  gains  tax  differential,  and  more  liberal  IRAs.  If  spending  were  restrained,  it  also 
would  reduce  federal  dissaving  and  lower  real  interest  rates,  thus  affording  a  further 
reduction  in  capital  costs. 

The  Administration's  Econoniic  Program 

President  Clinton's  comprehensive  tax  and  fiscal  plan  has  played  well  in  Peoria.  It 
appears  to  enjoy  a  good  chance  of  ultimate  Congressional  approval,  albeit  with  emphasis  on 
heavier  and  earher  spending  cuts  and  with  assorted,  yet  unforeseeable,  changes  in  some  of 
the  tax  provisions.  How  the  program  will  be  changed  and  how  fast  it  will  move  through 
Congress  are  the  questions  most  people  are  asking. 

However,  these  are  not  the  only  important  questions.  Central  to  the  restoration  of 
rising  living  standards  for  the  American  middle  class  is  how  the  program  will  be  playing  in 
Peoria  and  elsewhere  retrospectively  in  1995-96.  Will  its  passage  ensure  the  economy's 
emergence  from  the  relative  stagnation  of  the  past  two  decades?  And  will  the  economy  be 
on  the  rise  from  mid-1995  through  November,  1996~the  crucial  period  for  the  presidential 
sweepstakes? 

If,  as  many  experts  believe,  inadequate  private  capital  formation  has  been  a  key 
factor  in  the  economic  sluggishness  (not  just  the  recession)  of  recent  years,  then  the  Clinton 
plan  must  on  balance  help  step  up  the  rate  of  capital  formation.  If,  in  fact,  not  simply  jobs, 
but  rewarding,  high-paying  jobs  are  to  be  created  at  a  faster  pace,  the  rate  of  business 
investment  in  plant  and  equipment  must  increase  substantially.  As  noted  earlier,  Japan  has 
been  investing  more  than  twice  as  much  per  worker  as  the  United  States. 
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Capital  formation  results  from  saving  that  is  converted  into  investment.  Thus,  the 
abysmally  low  national  saving  rate-down  from  an  average  of  about  7  percent  in  1960-1981 
to  only  1  percent  over  the  past  two  years-must  be  viewed  as  a  major  deterrent  to  private 
capital  formation.  Similarly,  a  slackening  in  business  decisions  to  invest-perhaps  because  of 
weak  markets,  excessive  taxation,  or  foreign  competition-can  also  hold  back  capital 
formation. 

Two  major  questions  therefore  emerge  with  respect  to  the  impact  of  the  Clinton  plan 
on  private  capital  formation.  First,  will  it  help  raise  the  national  saving  rate?  Second,  will  it 
increase  the  proclivity  of  decision-makers  in  business  to  step  up  productive  investment  rather 
than  use  available  funds  for  other  purposes? 

•  The  Clinton  Plan  and  National  Saving 

National  saving  is  the  composite  of  individual,  business,  and  government  saving.  On 
paper,  the  Clinton  plan  would  reduce  the  structural  deficit  from  $258  billion  in  this  fiscal 
year  to  $201  bilhon  in  1997.  Other  things  being  equal,  that  deficit  reduction  would  free  up 
over  $50  billion  in  additional  saving  for  capital  formation. 

Other  things  are  not  equal,  however.  Clinton's  individual  tax  increases  are  heavily 
tilted  toward  upper-income  groups,  which  save  much  more  heavily  than  those  with  lower 
incomes.  Many  such  taxpayers  will  maintain  their  levels  of  consumption  (or  reduce  them  only 
slightly)  and  in  effect  pay  the  higher  taxes  by  reducing  saving.  An  improvement  in  savings 
incentives  such  as  IRAs,  401ks,  and  laws  governing  pension  contributions  might  have  offset 
this  impact  somewhat,  but  no  such  proposals  are  included. 

A  drop  in  the  individual  saving  rate  is  likely  to  be  accompanied  by  a  similar  decline 
in  business  saving.  This  is  because  business'  ability  to  save,  through  retained  after-tax 
earnings,  will  be  reduced  by  the  increase  in  the  corporate  tax  rate,  the  new  energy  tax,  and 
the  various  provisions  that  on  balance  combine  to  raise  the  business  tax  burden. 

Whether  or  not  the  Clinton  plan,  if  enacted  as  proposed,  would  or  would  not  increase 
national  saving  is  difficult  to  say.  What  can  be  said  is  that  it  definitely  will  not  contribute 
markedly  to  raising  U.S.  saving  rates  anywhere  close  to  those  in  other  industrial  nations  or, 
for  that  matter,  to  past  levels  achieved  in  the  U.S. 

•  The  Clinton  Plan  and  Business  Investment 

Very  little  of  the  "investment"  identified  in  the  Qinton  plan  will  be  in  the  form  of 
capital  outlays  in  the  private  sector.  The  single  strongly  positive  factor  is  the  permanent 
extension  of  the  R&D  credit,  a  most  worthwhile  proposal.  The  AMT  reform  is  a  step  in  the 
right  direction  but,  unfortunately,  minimal  in  its  impact  in  reheving  the  heavy  taxation  on 
investment.  The  two  proposed  investment  tax  credits  will  do  little  to  enhance  the  growth  of 
productive  equipment  that  is  so  crucial  to  growth. 

Of  some  $21  billion  allocated  to  investment  tax  credits  in  the  years  1994-1997,  $12 
billion  accrue  to  businesses  with  $5  million  or  less  in  annual  sales  and  the  remainder  to 
larger  concerns.  The  ITC  for  small  businesses  is  permanent.  Unfortunately,  small  businesses 
invest  only  small  amounts  in  the  type  of  equipment  that  is  so  important  to  national 
productivity  and  competitiveness  (see  Chart  4).  The  7-percent  ITC  for  large  companies  is 
temporary  and  incremental.  Incremental  credits  are  unpopular  in  the  business  community, 
particularly  among  investment  planners  and  tax  practitioners,  for  a  variety  of  reasons.  A 
temporary  ITC  does  little  for  productive  long-term  investment  for  two  reasons.  First,  its 
impact  on  capital  costs  is  small  and  fleeting.  Second,  the  restricted  time  period  for 
equipment  to  be  put  in  place  limits  new  equipment  installations  to  very  short-term  projects 
and  "off-the-shelf  purchases.  The  result  is  likely  to  be  little  more  than  a  shifting  of  some 
business  investment  in  equipment  that  would  take  place  in  1995  and  1996  forward  to  1993 
and  1994. 
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A  permanent  ITC  for  large  businesses  would  also  help  reduce  the  cost  of  capital  for 
mandated  pollution  prevention  and  control  equipment.  ACCF  research  documents  that  U.S. 
tax  treatment  of  pollution  prevention  and  control  outlays  is  less  generous  than  most  of  our 
international  competitors,  including  Canada,  Germany,  Japan,  Mexico,  and  Brazil.  Most  of 
our  competitors  allow  these  expenditures  to  be  expensed  or  written  off  in  a  period  of  three 
years  or  less. 

Slow  recovery  of  pollution  control  investment  is  a  significant  drag  on  U.S.  industry 
for  two  reasons.  First,  the  capital  outlays  are  large.  For  example,  in  1990  pollution  control 
expenditures  by  business  were  about  7.1  percent  of  nonresidential  fixed  investment  and  an 
even  higher  9.8  percent  of  producers'  durable  equipment.  Second,  prices  for  many 
manufactured  products,  natural  resources,  and  agricultural  goods,  as  well  as  some  services, 
are  set  in  world  markets.  To  the  extent  that  U.S.  firms  trying  to  compete  internationally  face 
capital  cost  recovery  for  pollution  control  equipment  that  is  less  favorable  than  their 
competitors,  U.S.  firms  are  at  a  competitive  disadvantage.  With  the  enactment  of  the  Clean 
Air  Act  Amendments  in  1990,  the  continuing  debate  over  the  reauthorization  of  RCRA,  and 
other  pollution  prevention  and  control  initiatives,  it  seems  clear  that  business  capital 
expenditures  on  pollution  control  will  continue  to  absorb  a  significant  share  of  capital 
spending  during  the  1990s.  The  ACCF  urges  the  liberalization  of  the  tax  treatment  of 
environmental  protection  investment. 

We  are  pleased  that  President  Clinton,  his  predecessor,  and  a  majority  of  Congress 
recognize  the  penalty  that  our  existing  high  capita!  gains  taxes  place  on  entrepreneurship  and 
investment  and  economic  growth.  The  economic  case  for  a  capital  gains  differential  is  that 
it  reduces  overall  U.S.  capital  costs,  prevents  the  taxation  of  inflationary  gains,  and 
encourages  entrepreneurship.  Against  this  standard,  the  President's  capital  gains  proposal 
falls  far  short.  Applicable  only  to  new  start-ups,  confined  to  relatively  small  investments,  and 
limited  to  certain  types  of  businesses,  little  of  the  beneficial  impact  on  capital  formation  that 
would  flow  from  an  across-the-board  cut  in  capital  gains  taxes  will  occur. 

Also  very  troublesome  from  an  investment  perspective  is  the  proposed  BTU  tax  on 
various  forms  of  energy.  Scholars  such  as  Dale  Jorgenson  of  Harvard,  David  Montgomery 
of  Charles  River  Associates,  and  John  Moroney  of  Texas  A&M,  have  documented  the 
importance  of  energy  use  to  productivity  growth.  The  implication  of  their  research  is  that 
attempts  to  minimize  the  consumption  of  energy,  whether  through  higher  taxes  on  energy 
or  through  regulatory  changes,  will  have  adverse  consequences  for  U.S.  economic  growth. 
For  example,  U.S.  exports  will  bear  the  increased  costs  of  energy  taxes,  while  imports  will 
not.  Thus,  a  tax  increase  on  this  critical  input  to  the  production  process  is  certain  to  impede 
job  growth  and  competitiveness.  While  energy  taxes  may  have  political  appeal  as  new 
revenue  sources  and  as  environmental  measures,  such  proposals  should  be  considered 
carefully  before  moving  to  the  front  of  the  nation's  economic  agenda.  A  broad-based 
consumption  tax,  such  as  a  value  added  tax,  is  preferable  to  additional  energy  taxes. 

The  acid  test  of  the  Clinton  plan  on  private  capital  formation  depends  to  a 
considerable  extent  on  the  plan's  ultimate  impact  on  business  capital  costs.  To  be  sure, 
deficit  reduction  will  lead  to  lower  interest  rates  and  some  capital  cost  reductions,  but  this 
will  be  offset  at  least  in  part  by  the  negative  impact  of  higher  taxes  on  individual  and 
business  saving.  The  overall  positive  impact  of  the  new  proposed  ITCs,  AMT  reform,  and 
capital  gains  tax  cut  will  be  small.  The  negative  economic  impact  of  enacting  higher 
individual  and  corporate  income  tax  rates  cannot  be  ignored.  Enacting  additional  energy 
taxes,  especially  at  this  point  in  the  recovery,  is  a  risk  not  worth  taking.  On  balance,  the  best 
guess  today  is  that  the  ultimate  impact  of  the  Clinton  plan  on  capital  costs  is  too  close  to 
call. 

Conclusion 

Once  again,  we  come  to  the  old  dictum:  "The  president  proposes  but  Congress  disposes." 
In  all  likelihood.  Congress  will  give  President  Clinton  a  large  part  of  what  he  has  asked  for. 
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But,  if  capital  formation  is  to  be  stepped  up,  Congress  should  give  serious  consideration  to 
amending  the  proposal  in  the  following  ways: 

•  Ensure  that  the  federal  spending  cuts  are  real  and  enforceable  to  increase 
national  saving. 

•  Liberalize  IRAs  and  improve  other  saving  incentives  to  promote  personal 
saving. 

•  Broaden  the  capital  gains  tax  cut  to  bolster  venture  capital,  boost  the  value  of 
equity  and  real  estate,  and  reduce  business  capital  costs. 

•  Restore  a  truly  effective  investment  tax  credit  to  encourage  business  purchases 
of  the  equipment  that  is  so  essential  to  jobs,  growth,  and  competitiveness. 

•  Expand  the  AMT  reform  by  removing  capital  expenditures  as  a  "tax  preference" 
and  make  the  ITC  fully  creditable  against  the  AMT  to  reduce  the  cost  of  capital 
for  investment 

•  Enact  a  broad-based  consumption  tax  to  substitute  for  the  proposed  BTU  tax 
and  increases  in  individual  and  corporate  tax  rates  and  to  finance  pro-saving 
and  investment  tax  reform. 
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Table  1 
Saving  and  Investment  as  a  Percent  of  Gross  Domestic  Product,  1973-1990 

United  West  United 

States         Canada         Japan         France        Germany      Kingdom 

SAVING 
Net  Saving/1  4.4%  8.7%  19.0%  8.9%  10.8%  5.2% 

Personal  Saving/2  5.4%  7.1%  12.0%  7.1%  8  2%  2.9% 

Gross  Saving  (net  saving 

plus  consumption  of 

fixed  capital)/3  17.0%  20.2%  32.6%  21.3%  23.0%  168% 

INVESTMENT 
Gross  Non-Residential 
Fixed  Capital  Formation  13.1%  155%  23.9%  14.9%  14.7%  14.4% 

Gross  Fixed  Capital 

Formation  17.8%  21.9%  30.1%  21.1%  20.6%  18.1% 

1/  The  main  components  of  the  OECD  definition  of  net  saving  are:  personal  saving,  business  saving  (undistributed  corporate  profits),  and 
government  saving  (or  dissaving).  The  OECD  definition  of  net  saving  differs  from  that  used  in  the  National  Income  and  Product 
Accounts  published  by  the  Department  of  Commerce,  primarily  because  of  the  treatment  of  govenunent  capital  formation. 

2/  Personal  saving  is  comprised  of  household  saving  and  private  unincorporated  enterprise. 

3/  The  main  components  of  the  OECD  defirution  of  consumption  of  fixed  capital  are  the  capital  consumption  allovj^anccs  (depreciation  charges) 
for  both  the  private  and  the  government  sector. 

Source:  Derived  from  National  Accounts,  Vol.  II,  1973-1985  and  1977-1989,  Organization  for  Economic  Co-Operation  and  Development  (OECD), 
1987  and  1991  eds.  Prepared  by  The  American  Council  for  Capital  Formation  Center  for  Policy  Research,  February  1993. 


Table  2 

Growth  in  Investment  During  the  Early 

Stage  of  Recent  Economic  Recoveries 

(Constant  1987  Dollars) 

Annualized  Growth  Rates 


Early  Recovery  Phase  of 

Nonresidential  Fixed 

Producers'  Durable 

Producers'  Durable 

Business  Cycle  a/ 

Investment 

Equipment 

Equipment 

1970(4)-1972(2) 

4.6% 

7.5% 

8.5% 

1975(1)-1976(3) 

2.1% 

3.5% 

2.8% 

1980(3)-1982(1) 

3.9% 

0.6% 

-1.7% 

1982(4)-1984(2) 

10.9% 

16.1% 

13.5% 

1991(2)-1993(4) 

3.7% 

8.8% 

2.1% 

Source:  U.S.  Department  of  Commerce.  Prepared  by  the  American  Council  for  Capital  Formation  Center  for  Policy 
Research.  March  1993. 

a/  The  business  cycle  turning  points  are  determined  by  the  National  Bureau  of  Economic  Research. 
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Table  3 

International  Comparison  of  the  Present  Value  of  Equipment  Used  to 

Make  Selected  Manu/actuiing  Products  and  Pollution-Control  Equipment 

(As  a  Percent  of  Cost) 


Waslewaler 

Waslewaler 

Continuous 

Treatment 

Treatment 

Soubbcri 

Telephone 

CasHng 

(or 

(or  Pulp 

Used  in 

Computer 

Switching 

Factory 

Crank- 

(orSieel 

Engine 

Oiemical 

and  Paper 

Elecuiaiy 

Chlpj 

Equipment 

Koboa 

shafts 

Production 

Blocks 

Production 

E<)uipment 

Plants 

Unitnj  Sulci 

19S5LJW 

98.0 

98.0 

98.0 

9&0 

98.0 

98.0 

980 

98.0 

868 

MACRS 

83.4 

83.4 

7&i 

7&5 

7BJ 

78J 

83.4 

78.5 

508 

AMTACE 

79J 

76.4 

662 

61.8 

55.9 

57.9 

67.4 

59.8 

38.6 

Brazil 

75.7 

74.8 

74.7 

747 

88J 

74.7 

74.7 

74.7 

79.4 

Cuuda 

73.4 

73.2 

70.3 

7ai 

7DJ 

699 

83J 

82.8 

82.8 

Germany 

80.7 

80.1 

79.8 

811 

79J 

81  1 

67.6 

65J 

646 

Japan 

78.8 

77.5 

733 

744 

7D.9 

74.1 

75.2 

74.2 

72.9 

Korea  (w/  3»  ITO 

86J 

81.3 

79.6 

769 

74.4 

76.5 

94.3 

93.1 

918 

Singapore 

90.1 

90.1 

901 

901 

901 

90.1 

900 

900 

900 

Taiwan 

80.6 

73.7 

75.1 

5a4 

57.7 

579 

144  1 

1441 

144  I 

Sourc£:  Stephen  R.  Comdt  uid  Gerald  M  Godshaw,  "AMT  Depreoabon.  How  Bad  is  Bad."  Economic  Effects  of  the  Corporate  Altenuttoe  Minimum  Tax. 
Published  by  Ihe  American  Counol  for  Capital  Formation  Center  for  Policy  Research  (Washington,  DC  .  September  1991). 

Noter  1985  law  refers  to  the  federal  tax  code  provisions  for  capital  cost  recovery  on  December  31, 1985  or  the  Economic  Recovery  Tax  Act  of  1981  as 
modified  by  the  TEFRA  <1982)  and  DRA  (1984),  the  10%  ITC  ts  treated  as  an  equivalent  deduction.  MACRS  refers  to  the  capiul  cost  recovery 
provtslor\5  of  the  Tax  Reform  Act  of  1986  The  calculatioTU  assume  the  Investing  firm  incurs  the  regular  marginal  corporate  tax  rate  of  34  percent 
Current  law  alternative  minimum  tax  (AMT-ACE)  refers  to  the  capital  cost  recovery  provisioi\s  ot  the  Tax  Reform  Ad  of  1986  for  firms  mcumng  the 
altemabve  miriJmum  tax  adjusted  earnings  rule.  The  calculations  assume  the  fum  stays  on  the  r 
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Chart  1 
Growth  in  the  Net  Capital  Stock  by  Type 


1950-59 


1960^9 


1970-79 


1980-89 


Total  Equipment 


Industrial  Equipment 


Source:  Charles  Steindel,  "Recent  Trends  in  Capital  Formation."  U.S.  Investment  Trends:  Impact  on  Productivity,  Competitiveness,  and  Cro 
(Washington,  D.C.:  American  Council  for  Capital  Formation  Center  for  Policy  Research,  March  1991).  Table  modified  by  the  ACCF 
Center  for  Policy  Research. 


10.0% 


Chart  2 

Cost  of  Capital  for  Equipment 


1958       1962       1966       1970       1974        1978       1982        1986       1990 


Source:  foe\  Prakken,  "Commentary,"  U.S.  Investment  Trends:  Impact  on  Productivity, 
Competitiveness,  and  Growth  (Washington,  D.C.:  American  Council  for  Capital  Fomiation  Center 
for  Policy  Research,  April  1991). 

Note:  The  cost  of  capital  is  defined  as  the  user  cost  of  capital,  it  includes  economic  depreciation. 
Calculations  exclude  office,  computing  and  accounting  equipment. 
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Chart  3 

Increased  Cost  of  Capital  for  Equipment  Incurred  by  AMT  Firms 

Compared  to  Firms  Paying  tiie  Regular  Income  Taxi/ 


25.00%  T 
20.00% 
I   15.00% 

K.  10.00% 

5.00% 


0.00% 
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Computer 

Switching 

Factory 

Engine 

Continuous 

Certified 

Chips 

Equipment 

Robots 

Blocks 

Casting 

Pollution- 
Control 
Equipment 

Source::  Andrew  B.  Lyon,  "An  Analysis  of  the  Alternative  Minimum  Tax:  Equity,  Efficiency  and  Incentive  Effects."  Economic  Effects  of 
the  Corporate  Alternative  Minimum  Tax  (American  Council  for  Capital  Formation  Center  for  Policy  Research,  Washington,  D.C.: 
September  1991). 

Notes:  The  analysis  assumes  that  firms  are  alterrxative  minimum  tax  (AMD  payers  for  ten  years. 

1 /Equipment  used  to  make  selected  manufactured  products  and  pollution-control  equipment. 


Chart  4 

Investment  in  Plant  and  Equipment  by  Size  of  Business  in  1989 

(Percent  of  Total) 


All  Industries 

Agriculture, 
Forestry ,  &  Fishing 

Manufacturing 

Transportation  & 
Public  UbliHes 


Finance,  Insurance  & 
Real  EsUte 


0.0% 


25.0% 


50.0% 


75.0% 


100.0% 


Large  Firms  ^   Small  Finns 


Note:  Large  firms  have  annual  sales  in  excess  of  $5  million  per  year;  small  firms  have  less  than 
$5  million  in  annual  sales. 

Source:  Data  from  Department  of  the  Treasury,  Internal  Revenue  Service,  "Statistics  of  Income, 
Corporation  Income  Tax  Returns"  (1988  and  1989  eds.).  Chart  prepared  by  the  American 
Council  for  Capital  Formation  Center  for  Policy  Research,  February  1993. 
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Mr.  KOPETSKI.  Welcome,  Mr.  Donohue. 

STATEMENT  OF  THOMAS  J.  DONOHUE,  PRESIDENT  AND  CHIEF 
EXECUTIVE  OFFICER,  AMERICAN  TRUCKING  ASSOCIATIONS 

Mr.  Donohue.  Thank  you,  Mr.  Chairman.  I  am  president  and 
chief  executive  officer  of  the  American  Trucking  Associations.  ATA 
represents  the  approximately  200,000  companies  employing  7.8 
million  people  who  work  in  the  trucking  industry.  To  put  that  in 
perspective,  the  trucking  industry  is  about  three  times  larger  than 
all  of  the  other  transportation  modes  combined.  In  fact,  one  in 
twelve  civilian  private  sector  jobs  in  this  country  is  in  the  trucking 
industry. 

Let  me  begin  by  commending  President  Clinton  for  recognizing 
and  responding  to  the  public's  concern  about  the  health  of  our  econ- 
omy. His  program  is  good-spirited  and  well-intentioned.  Further,  I 
would  extend  my  thanks  to  the  Congress  for  recognizing  that  more 
spending  cuts  were  needed  and  then  for  finding  them.  We  should 
all  applaud  the  administration  for  its  efforts  to  loosen  bank  credit, 
particularly  for  small  companies.  An  economic  recovery  requires 
capital  investment. 

In  our  industry,  which  includes  as  I  said  more  than  200,000 
small  companies,  many  of  whom  have  fewer  than  six  trucks,  this 
program  is  absolutely  essential.  There  are,  however,  a  number  of 
unanswered  questions  about  the  necessity  and  the  structure  of  a 
stimulus  package.  In  addition,  there  is  concern  about  the  timing  of 
the  whole  economic  package.  My  personal  concern  is  that  families 
and  businesses  in  all  economic  brackets  are  deferring  spending  de- 
cisions to  see  what  the  government  is  going  to  do  next,  and  we  are 
seeing  that  in  the  purchases  in  our  industry  right  now. 

In  the  interest  of  staying  within  my  time  limit,  let  me  focus  on 
four  of  the  foremost  important  things  to  the  trucking  industry.  We 
need  a  strong  growing  economy;  the  stronger  it  is,  the  more  freight 
we  carry.  We  all  agree  to  the  need  for  a  deficit  controlled  within 
reason,  and  it  should  be  controlled  as  much  as  possible  through  re- 
duced spending.  Taxes,  which  we  are  going  to  have  some  of,  should 
be  a  last  resort,  but  if  they  are  needed,  they  should  be  balanced, 
fair,  and  reasonably  allocated  to  those  that  have  to  pay  them. 

Whatever  we  decide,  we  have  got  to  decide  soon  because  people 
simply  will  not  make  spending  decisions  until  the  (Government 
clarifies  the  ground  rules.  As  to  taxes,  Mr.  Chairman,  let  me  first 
applaud  the  decision  by  the  administration  not  to  pursue  a  fuel  tax 
with  deficit  reduction.  I  hope  it  won't  reappear. 

But  the  trucking  industry  certainly  isn't  celebrating  the  proposed 
Btu  tax  because  it  is,  in  effect,  a  camouflaged  fuel  tax.  It  is  unfairly 
allocated.  As  proposed,  it  is  more  than  two  times  higher  on  petro- 
leum than  on  other  energy  sources  and  leads  one  to  wonder  if  some 
specific  interest  might  have  had  more  influence  on  the  inception  of 
that  tax  than  those  that  use  petroleum. 

I  would  like  to  remind  the  committee  that  54  percent  of  the 
American  families  earn  less  than  $30,000,  and  that  includes  small 
companies,  and  those  people  are  the  ones  that  are  going  to  pay  the 
excise  taxes.  The  administration's  proposed  8  cents  a  gallon  fuel 
tax  comes  on  top  of  5  to  7  cents  we  will  have  to  spend  on  January 
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1  for  clean  diesel  fuel  and  the  5  cents  we  put  in  in  1990.  You  add 
that  up  and  that  gets  to  be  about  20  cents. 

Now,  let  me  quickly  hit  a  few  other  points  important  to  the  in- 
dustry. Truckers,  those  that  drive  trucks,  often  spend  5  to  6  and 
sometimes  more  days  a  week  on  the  road  if  they  have  to  stay  over 
to  rest.  They  don't  eat  at  fancy  restaurants  and  they  don't  enter- 
tain high-powered  clients,  but  this  drop  in  the  meal  deduction  that 
is  discussed  will  affect  both  owner/operators  and  driver  employees. 
It  is  really  quite  unfair.  One  would  have  to  wonder  that  as  Govern- 
ment employees  travel  on  official  business,  if  they  will  be  allowed 
to  eat  only  every  other  day. 

The  investment  tax  credit  has  taken  our  attention.  At  first  blush 
it  sounds  pretty  good.  The  administration  has  described  the  credit 
as  a  7-percent  credit.  In  fact,  it  would  be  far  less  than  that  for  most 
businesses.  It  would  be  worth  only  about  1  percent  on  the  purchase 
price  of  a  new  tractor  and  even  less  for  many  companies.  The  pro- 
posal is  much  too  uneven  to  be  fair  or  genuinely  stimulative.  For 
instance,  the  leasing  companies  on  which  many  truck  companies 
depend  for  their  equipment  cannot  pass  it  on  to  their  customers. 

Well,  finally  let  me  say  a  word  about  the  corporate  tax  rates.  The 
trucking  industry  has  a  very,  very  narrow  profit  margin,  about  2 
percent,  and  as  a  result,  difficulty  in  attracting  investment  capital. 
The  taxes  go  up,  so  does  the  difficulty.  With  all  of  our  trucking 
companies  trying  to  serve  all  of  the  rest  of  industry,  and  doing  so 
so  efficiently  as  to  support  our  consumption  in  the  United  States 
and  our  exports  around  the  world,  we  don't  need  unnecessary 
taxes. 

Let  me  conclude,  sir,  by  saying  we  are  going — if  we  are  going  to 
have  a  tax,  it  must  be  fair,  balanced,  and  equitable.  New  taxes  can- 
not single  out  a  certain  group  of  individuals  or  a  specific  industry 
or  a  particular  geographic  area.  If  we  are  going  to  raise  taxes  to 
reduce  the  deficit,  they  must  be  broad  based  and  fair.  This  industry 
wants  to  work  with  you  and  the  Congress  to  get  it  done,  but  we 
want — and  we  want  to  be  a  part  of  the  solution,  but  it  is  going  to 
be  very  hard  to  get  our  support  for  an  economic  package  as  long 
as  the  energy  tax  is  so  unbalanced  and  the  meal  deductions  hit  on 
the  little  guy,  the  person  that  is  trying  to  go  around  this  country 
every  day  and  deliver  the  Nation's  goods. 

We  look  forward  to  working  with  you  and  we  hope  we  can  resolve 
some  of  these  issues.  Thank  you  very  much,  Mr.  Chairman. 

Mr.  KOPETSKI.  Thank  you  very  much,  Mr.  Donohue. 

[The  prepared  statement  follows:] 
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Before  the 

COMNITTBB  ON  WAYS  AMD  MEANS 
0.8.  HODSB  or  REPRESENTATIVES 

March  16,  1993 
Washington,  DC 


Statement  of  the 

AMERICAN  TROCKING  ASSOCIATIONS,  INC. 

on 

TAX  PROPOSALS  FOR  STIMULUS  AND  DEFICIT  REDOCTIOM 


INTRODUCTION  AND  SUMMARY 


My  name  is  Thomas  J.  Donohue.   I  am  president  and  chief 
executive  officer  of  the  American  Trucking  Associations  (ATA) , 
the  national  trade  association  of  the  trucking  industry.   I 
appreciate  the  opportunity  to  comment  on  tax  proposals  for 
economic  stimulus  and  deficit  reduction  on  behalf  of  the  more 
than  30,000  companies  that  belong  to  ATA  or  its  51  state 
affiliates  and  10  specialized  national  affiliates. 

The  trucking  industry  employs  7.8  million  Americans, 
accounts  for  approximately  5%  of  gross  domestic  product,  and 
plays  a  central  role  in  the  competitiveness  of  U.S.  industry. 
Clearly,  the  industry's  health  is  closely  tied  to  that  of  the 
economy  as  a  whole,  and  we  are  vitally  interested  in  proposals  to 
improve  economic  performance  in  both  the  short  and  the  long  run. 

The  President  has  proposed  an  ambitious  package  of  spending 
and  tax  changes.  Overall,  the  spending  changes  are  in  the  right 
direction,  and  the  House  and  Senate  Budget  Committees  have  moved 
to  improve  the  ratio  of  spending  cuts  to  tax  increases.  In 
addition,  the  President  has  recently  proposed  improving  the 
availability  of  bank  credit,  a  vital  form  of  stimulus  for  the 
small  businesses  that  make  up  the  vast  majority  of  the  nation's 
200,000-plus  trucking  companies. 

As  for  the  President's  tax  proposals,  the  trucking  industry 
is  prepared  to  make  its  share  of  sacrifices  to  achieve  lasting 
economic  improvement.   But  we  do  not  believe  it  is  fair  to 
require  trucking  to  make  extra  sacrifices  for  goals  that  are 
intended  to  benefit  all  Americans.   Specifically: 

o    ATA  does  not  oppose  a  truly  broad-based,  level  energy  tax, 
even  though  that  does  place  a  burden  on  energy-intensive 
industries.   But  a  tax  that  falls  more  than  twice  as  heavily 
on  transportation  as  on  other  users  of  other  energy  sources 
is  neither  fair  nor  balanced  and  must  be  adjusted. 

o    Several  other  business  tax  increases  will  hurt  the  trucking 
industry.   Cutting  back  the  business  meal  deduction  to  50% 
of  actual  cost  is  an  injustice  to  thousands  of  long-haul 
truck  drivers  whose  on-the-road  meals  are  a  modest  and  fully 
justified  business  expense.   Corporate  and  individual  rate 
increases  are  an  unfortunate  step  back  from  the  1986  Tax 
Reform  Act,  which  the  trucking  industry  supported.   And 
longer  writeoffs  for  business  structures  will  penalize 
expanding  trucking  companies. 
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Neither  a  temporary,  incremental  investment  credit,  nor  a 
permanent  oredit  that  is  available  only  to  certain  small 
businesses,  will  deliver  effective  stimulus.   Both  credits 
will  cost  more  than  they  are  worth  in  complexity  and 
offsetting  revenue  increases.   They  should  be  changed  to  be 
fair  and  eqmally  available  or  else  scrapped. 

In  contrast,,  the  proposed  alternative  minimum  tax 
depreciatiom  relief  is  an  evenhanded,  low-cost 
simplification  that  should  be  adopted  promptly. 

We  applaud  the  recent  recommendation  to  move  the  2.5-cent 

general  fund  fuel  tax  into  the  Highway  Trust  Fund.   The  full 

amount  should  go  into  the  highway  account  and  be  spent  in 
timely  fastion. 


BROAD-BASED  ENERGY  TAX 


Our  number  one  concern  is  the  proposed  BTU  tax.   Although 
ATA  would  prefer-  that  energy-intensive  industries  not  be 
discriminated  against,  we  would  find  a  truly  broad  and  level 
energy  tax  acceptable.   However,  a  tax  that  falls  more  than  twice 
as  hard  on  petroleum  users  as  on  other  energy  users  constitutes  a 
camouflaged  gas  tax.   It  is  not  fair  or  balanced  and  must  be 
adjusted. 

The  Administration  has  proposed  to  tax  natural  gas,  coal  and 
electricity  fromi  nuclear  and  hydro  sources  at  a  rate  of  25.7 
cents  per  million  BTUs  (British  thermal  units),  a  measure  of  heat 
content.   Petroleum  would  be  taxed  at  59.9  cents  per  million 
BTUs,  two  and  a  third  times  as  high  a  rate  as  for  other  fuels. 
These  taxes  would  begin  on  July  1,  1994  at  one-third  of  the  above 
rates,  rising  to  two-thirds  on  July  1,  1995,  and  the  full  rate  on 
July  1,  1996.   Thereafter,  the  rates  would  be  adjusted  for 
general  inflation  as  measured  by  the  change  in  the  gross  domestic 
product  (GDP)  deflator. 


The  1996  r^tes  would  amount  to  7 , 5  cents  per  gallon  for 
gasoline  and  8.3  cents  per  gallon  for  diesel  fuel,  based  on  the 
heat  content  of  each  fuel.   These  rates  would  be  very  costly  for 
the  trucking  inidustry,  which  uses  roughly  12  billion  gallons  of 
gasoline  and  24  billion  gallons  of  diesel  fuel  per  year. 

BTU  tax  unfairL-y  burdens  trucking 

At  1996  tajc  rates,  commercial  truck  owners  would  have  to  pay 
roughly  $2.9  biJlion  in  added  fuel  costs  in  fiscal  1997,  or  10% 
of  the  gross  re-venue  projected  from  the  tax.   This  burden  is 
totally  unfair,  given  that  trucking  accounts  for  less  than  5%  of 
GDP.   Put  anothiEr  way,  at  1992  profit  levels,  the  tax  would  equal 
roughly  50%  of  the  industry's  profits. 

Truck  ownexs  and  other  highway  users  have  already  been 
paying  more  than  their  share  for  deficit  reduction.   Since  the 
1990  budget  agreement,  2-1/2  cents  per  gallon  of  fuel  tax  revenue 
has  been  diverted  into  the  general  fund  instead  of  the  Highway 
Trust  Fund.   Th.at  provision  adds  $900  million  per  year  to  the 
fuel  bills  of  commercial  truck  owners. 
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There  is  no  justification  for  placing  such  an  enormous  added 
tax  burden  on  the  freight  transportation  industry,  when  that 
industry  plays  a  vital  part  in  enhancing  U.S.  international 
competitiveness  and  the  tax  is  intended  to  benefit  the  entire 
economy. 

Administration  officials  have  mentioned  but  not  specified 
"externalities"  or  environmental  costs  associated  with  petroleum. 
But  there  are  already  a  variety  of  both  explicit  and  hidden 
environmental  taxes  on  petroleum  and  various  products.   Explicit 
federal  taxes  include  the  Superfund,  Leaking  Underground  Storage 
Tank,  and  Oil  Spill  Liability  Trust  Fund  taxes.   Many  states  have 
similar  taxes,  some  at  even  higher  rates  than  the  federal  taxes. 
In  addition,  gasoline  users  in  much  of  the  nation  must  now  pay  5- 
10  cents  more  per  gallon  in  winter  months  for  oxygenated  fuel. 
And  by  next  October,  highway  diesel  fuel  will  cost  an  estimated 
4-7  cents  per  gallon  more  to  cover  the  cost  of  reducing  the 
fuel's  sulfur  content  in  accordance  with  Clean  Air  Act  rules. 

Adding  the  Administration's  camouflaged  8-cent  fuel  tax  to 
the  clean  diesel  "tax"  means  that  truck  operators  will  be  paying 
as  much  as  15  cents  a  gallon  for  purposes  that  do  nothing  to 
build  highways  or  transit,  on  top  of  20  cents  a  gallon  of  federal 
highway  fuel  tax  and  nearly  20  cents  of  state  fuel  taxes.   This 
is  an  extraordinary  set  of  tax  burdens  to  impose  on  an  industry 
whose  profit  margin  hovers  around  2%. 

In  short,  the  case  has  not  been  made  for  singling  out 
transportation  for  a  higher  rate  of  BTU  tax  than  other  energy 
users. 

RECOMMENDATION:   If  a  broad-based  energy  tax  is  adopted, 
lower  the  rate  on  petroleum  to  the  same  level  as  other  fuels. 

Indexation  of  the  BTU  tax 

The  Administration  has  proposed  indexing  the  BTU  tax  after 
1996.   Indexing  has  never  before  been  used  to  create  unlegislated 
tax  increases.   (Income  tax  indexing,  in  contrast,  is  used  to 
assure  that  inflation  alone  does  not  increase  individual  tax 
burdens. ) 

We  think  it  would  be  unwise  for  Congress  to  abandon  its 
oversight  over  excise  tax  rates  in  this  case,  for  several 
reasons.   First,  increasing  rates  will  add  to  discrimination 
against  energy  users,  shifting  an  ever  larger  share  of  the 
deficit  reduction  burden  onto  these  taxpayers. 

Second,  the  wide  swings  in  price  indexes  add  uncertainty 
about  future  energy  tax  rates  that  will  make  it  difficult  for 
truck  buyers  and  other  energy-intensive  businesses  to  plan 
investments  efficiently.   The  proposed  indexing  mechanism,  the 
GDP  deflator,  has  varied  from  a  10%  change  in  1981  to  a  2.6% 
change  in  1986,  and  other  indexes  have  varied  even  more. 

Third,  the  BTU  tax  will  induce  enough  conservation  to 
depress  Highway  Trust  Fund  receipts,  once  again  undermining  the 
solvency  of  the  highway  spending  program.   The  Administration's 
proposed  level  of  petroleum  tax  would  cost  the  Highway  Trust  Fund 
roughly  $300  million  in  fiscal  1997  by  driving  up  fuel  prices  and 
thus  curbing  demand.   Indexing  the  BTU  tax  could  lower  trust  fund 
receipts  even  more  in  future  years. 


OTHER  BUSINESS  TAX  INCREASES 

Business  meal  deduction 

The  Administration  has  proposed  to  limit  the  deduction  for 
business  moals  and  entertainment  to  50%  of  cost  rather  than  the 
current  801,  effective  January  1,  1994. 
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Medium-  and  long-haul  trucking  companies  or  their  drivers 
(whether  employees  or  independent  contractors)  incur  a  large 
amount  of  business  meal  expenses.   Many  drivers  eat  all  meals 
away  from  home  200  or  more  days  per  year.   They  are  either 
reimbursed  for  those  meals  at  the  federal  per  diem  rates  of  $26 

to  $38  per  day,  or  make  use  of  IRS  meal  allowance  rules  that 
permit  them  to  claim  these  legitimate  business  expenses.   Denying 
50%  of  that  modest,  unavoidable  expense  is  not  fair  tax  policy. 

RECOMNENDATIONi   Do  not  cut  back  the  deduction  for  meals,  at 
least  for  meals  that  do  not  exceed  the  top  federal  per  diem  rate. 

Individual  and  corporate  rates 

The  trucking  industry  was  an  early  and  vigorous  supporter  of 
the  1986  Tax  Reform  Act.   Even  though  many  carriers  wound  up  with 
higher  tax  bills,  the  industry  felt  that  low  top  rates  for 
individuals  and  corporations  would  be  good  for  the  economy  and 
would  reduce  tax-driven  decision-making. 

Now  the  Administration  has  proposed  to  increase  the  top 
individual  rate  to  nearly  40%  and  the  top  corporate  rate  to  36%, 
for  companies  making  more  than  $10  million.   But  the  owners  of 
these  large  companies  are  more  likely  to  be  pensioners  and 
middle-class  investors  than  millionaire  "fat  cats."   Unlike 
individual  tax  rates,  corporate  tax  brackets  do  not  correspond  to 
the  income  or  wealth  of  the  individuals  who  own  the  companies.   A 
lower  maximum  corporate  rate,  applied  to  all  corporate  income, 
would  be  fairer  than  a  surtax  on  a  minority  of  giant  companies. 

RECOMMENDATION:   Minimize  the  increase  in  individual  and 
corporate  rates. 

Longer  writeoffs  for  structures 

The  Administration  has  proposed  to  give  limited  relief  from 
passive  loss  rules  to  real  estate  professionals.   The  revenue 
loss  from  this  change  is  to  be  made  up  by  stretching  out  the 
depreciation  period  for  structures,  including  trucking  terminals 
and  warehouses,  to  36  years,  from  31.5  years  currently. 

Few  trucking  companies  or  other  businesses  would  benefit 
from  the  passive  loss  relief.   Yet  all  businesses  that  build  or 
buy  nonresidential  structures  would  recover  their  depreciation 
costs  more  slowly  under  these  changes. 

RECOMMENDATION:   Do  not  penalize  owners  of  nonresidential 
structures  by  lengthening  depreciation  periods. 


INVESTMENT  TAX  CREDIT 


The  Administration  has  proposed  a  two-tier  ITC.   Businesses 
with  gross  receipts  under  $5  million  would  be  eligible  for  a 
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permanent  credit  on  all  equipment;  larger  businesses  would  be 
eligible  for  a  temporary  credit  (through  1994)  on  purchases  that 
exceed  a  certain  percentage  of  historical  investment.   Credit 
percentages  would  vary  according  to  the  depreciation  recovery 
period  assigned  to  each  asset  type.  A  large  number  of  other  rules 
would  further  limit  the  amount  of  credit  on  each  investment. 

Our  judgment  is  that  neither  the  permanent  small-business 
ITC  nor  the  temporary  incremental  ITC  would  provide  any  short-  or 
long-term  investment  stimulus  in  the  trucking  industry. 

Many  trucking  companies  invest  primarily  in  tractors  (the 
power  units  that  pull  trailers) ,  which  have  a  three-year  recovery 
period.   Other  investment  dollars  go  heavily  for  trucks  (power 
units  with  attached  cargo  space)  and  trailers,  both  of  which  are 
in  the  five-year  writeoff  class.   Even  the  maximum  credit  rates 
for  these  asset  classes,  as  shown  in  the  table  below,  are  too  low 
to  provide  effective  stimulus  to  investment.  Further  restrictions 
on  companies  subject  to  recapture  or  basis  adjustment,  minimum 
tax,  net  operating  loss,  aggregation,  startup,  passive-loss,  at- 
risk  and  other  rules  water  down  the  benefit  still  more. 

MAXIMUM  ITC  RATE  AND  TAX  SAVINGS  FOR  TYPICAL  TRUCKING  ASSETS 


ITC  rate  on: 

Tractor 

Truck  or  trailer 

Maximum  tax  savings  on; 

$50,000  tractor 

$50,000  truck  or  trailer 

Note:     Maximum  tax  savings  equal  percentage  shown  times 

$50,000,  less  34%  basis  adjustment  or  recapture.   If 
Administration's  proposed  36%  corporate  rate  is 
adopted,  many  large  carriers  would  save  even  less. 

Truck  leasing  companies  are  particularly  concerned  about  the 
incremental  credit.   Unless  appropriate  anti-abuse  rules  are 
written,  their  customers  would  have  an  incentive  to  switch  from 
leasing  to  purchasing  equipment  so  as  to  get  an  ITC.   The 
Treasury  has  acknowledged  the  need  to  avoid  this  tax-driven 
result,  but  crafting  effective  rules  may  not  be  easy. 

The  more  restrictions  that  are  imposed  to  limit  abuses  or 
revenue  losses,  the  more  money  and  effort  businesses  must  expend 
in  trying  to  understand  and  comply  with  the  rules  instead  of 
actually  investing.   On  the  other  hand,  with  or  without  detailed 

rules,  the  tax  treatment  of  similarly  situated  companies  is 
likely  to  vary. 

The  case  has  not  been  made  that  an  ITC  provides  very 
effective  short-run  stimulus,  or  that  it  is  a  fair  way  to  help 
business  in  the  long  run.   And,  even  though  most  trucking 
companies  have  less  than  $5  million  in  gross  receipts,  they 
benefit  more  from  tax  changes  that  help  the  economy  as  a  whole 
than  from  changes  targeted  only  at  certain  small  businesses. 
Furthermore,  the  $30  billion  cost  of  the  ITC  proposals  over 
fiscal  1994-98  requires  unacceptable  increases  in  other  taxes  as 
a  result. 

RECOKMENDATION:   Either  make  the  ITC  fairer  and  more  even  or 
scrap  both  forms  of  ITC.   Use  the  savings  to  eliminate  the 
petroleum  differential  in  the  BTU  tax,  the  cutback  in  the 
business  meal  deduction  or  part  of  the  individual  and  corporate 
tax  rate  increases.   Any  of  these  changes  would  be  fairer  and 
less  complex. 


Small 

carriers 

Large  carriers 

'93-94 

Post- '94 

'93-94 

Post- '94 

2.33% 

1.67% 

1.17% 

0 

4.67% 

3.33% 

2.33% 

0 

$  770 

$  550 

$  385 

0 

1540 

1100 

770 

0 
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AMT  DEPRECIATION  RELIEF 

The  Administration  and  Chairman  Rostenkowski  have  separately 
proposed  to  simplify  and  slightly  liberalize  the  depreciation 
calculation  for  alternative  minimum  tax  (AMT)  purposes.   We 
applaud  this  long-needed  step,  which  will  help  all  businesses  in 
a  nondiscriminatory  fashion  at  minimal  revenue  cost.   In  fact, 
the  revenue  loss  should  be  even  less  than  the  Treasury  and  Joint 
Committee  on  Taxation  staffs  have  estimated,  given  the  savings  on 
compliance  that  both  taxpayers  and  the  Internal  Revenue  Service 
should  realize  from  eliminating  this  arduous  calculation. 

RECOMMENDATION:   Adopt  AMT  depreciation  simplification  and 
relief,  with  the  earliest  possible  effective  date. 

GENERAL-FUND  FUEL  TAX 

The  Administration  recently  modified  its  package  to 
recommend  that  the  2-1/2-cent  general-fund  fuel  tax  (now 
scheduled  to  expire  in  1995)  be  continued  permanently  but  be 
added  to  the  Highway  Trust  Fund  after  its  current  termination 
date.   We  strongly  support  this  recommendation,  provided  that  the 
full  2-1/2  cents  goes  into  the  highway  account  and  is  spent  on  a 
timely  basis  for  highway  purposes  in  accordance  with  the  terms 
Congress  approved  in  the  Intermodal  Surface  Transportation 
Efficiency  Act  of  1991.   Using  the  funds  for  nonhighway  purposes, 
or  impounding  them  to  make  the  deficit  look  smaller,  would  again 
be  an  unjustified  added  burden  on  highway  users. 

The  full  amount  is  needed  in  order  to  assure  that  there  is 
enough  money  in  the  highway  account  after  1995  to  keep  spending 
at  appropriate  levels.   Given  the  long  lead  time  on  highway 
planning  and  construction,  it  is  essential  that  the  funding  be 
assured  today.   In  fact,  fairness  and  trust  fund  solvency  would 
be  improved  still  more  by  shifting  the  2-1/2  cents  back  to  the 
Highway  Trust  Fund  effective  immediately,  instead  of  waiting 
until  late  1995. 

RECOMMENDATION:   If  the  2.5-cent  general  fund  fuel  tax 
is  extended,  the  proceeds  should  go  to  the  highway  account  of  the 
Highway  Trust  Fund  and  be  spent  on  a  timely  basis  for  appropriate 
highway  purposes. 


MACROECONOMIC  EFFECTS  AND  CONCLUSION 

The  Administration  has  proposed  a  complex  set  of  tax  and 
spending  cuts  and  increases,  which  are  intended  to  achieve  a 
combination  of  short-term  stimulus  and  higher  long-term  growth 
through  better-targeted  government  spending  and  lower  deficits. 

These  proposals  will  have  mixed  effects  on  trucking. 
Probably  the  most  important  effects  are  the  macroeconomic  ones: 
the  impact  on  growth,  employment  and  inflation.   On  that  score, 
we  would  make  two  observations.   First,  the  trucking  industry  in 
general  does  not  feel  the  need  for  additional  stimulus.   Tonnage, 
revenue  and  employment  has  been  picking  up  since  late  1991  or 
early  1992.   There  are  probably  more  carriers  looking  for 
qualified  truck  drivers  and  mechanics  than  laying  them  off. 
Moreover,  there  is  a  lot  of  skepticism  as  to  whether  spending  and 
tax  "stimulus"  is  likely  to  be  needed,  effective  or  desirable, 
given  the  steadily  improving  economy  and  the  prospect  of  paying 
for  deficit  expansion  now  through  higher  taxes  later.   Many 
trucking  executives  would  prefer  to  skip  both  the  stimulus  and 
the  tax  increases  and  get  immediately  to  deficit  reduction 
through  spending  cuts. 
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Having  said  that,  however,  the  trucking  industry  is 
certainly  willing  to  make  its  share  of  sacrifices,  if  that  will 
contribute  to  long-run,  noninf lationary  growth.   But  we  believe 
any  sacrifices  must  be  fairly  shared.   We  do  not  believe  we 
should  be  singled  out  to  pay  more  than  our  share  for  national 
goals— be  they  short-term  stimulus,  long-term  investment  or 
deficit  reduction— that  are  intended  to  benefit  everyone. 

In  addition,  there  are  several  tax  proposals  that  have 
particular  implications  for  trucking.   These  include  the  BTU  tax, 
the  extension  of  the  general  fund  fuel  tax,  and  the  cutback  in 
the  business  meal  deduction.   Each  of  these  should  be  implemented 
in  a  nondiscriminatory  fashion  or  else  dropped. 
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Mr.  KOPETSKI.  Mr.  Motley.  Welcome. 

STATEMENT  OF  JOHN  J.  MOTLEY  III,  VICE  PRESIDENT  FOR 
FEDERAL  GOVERNMENTAL  RELATIONS,  NATIONAL  FEDERA- 
TION OF  INDEPENDENT  BUSINESS 

Mr.  Motley.  Thank  you,  Mr.  Chairman.  I  would  like  to  thank 
you  and  the  committee  for  the  opportunity  to  share  the  views  of 
NFIB's  more  than  600,000  small  independent  business  members 
across  the  United  States  on  the  impact  of  President  Clinton's  pro- 
posed economic  program  on  smaller  firms. 

I  would  like  to  summarize  my  written  statement  in  three  points. 
First,  the  size  of  the  deficit  is  extremely  important  to  small  busi- 
ness owners  for  many  reasons.  On  that  point,  I  would  like  to  com- 
mend the  President  for  his  focus  on  the  deficit.  It  is  something  that 
is  extremely  refreshing  to  the  small  business  community  in  the 
country.  In  1991,  in  a  series  of  surveys,  and  we  survey  our  mem- 
bers often,  87  percent  of  them  said  that  they  would  prefer  the  Gov- 
ernment focus  on  deficit  reduction  than  on  anything  else  at  that 
time,  including  domestic  and  international  problems  that  we  had. 
And  72  percent  of  them  in  a  different  survey  favored  reduction  in 
the  deficit  over  cutting  their  own  taxes.  Only  27  percent  of  them 
said  that  they  would  prefer  to  have  their  taxes  cut,  and  allow  the 
deficit  to  grow. 

We  believe  that  Congress  and  the  President  have  a  unique  oppor- 
tunity with  what  has  happened  in  the  country  recently  and  they 
should  seize  this  opportunity  to  take  an  even  bigger  bite  of  the  defi- 
cit. 

Second,  small  business  owners  believe  that  the  deficit  is  pri- 
marily a  problem  of  too  much  spending,  not  of  too  little  taxes. 
Therefore  we  at  NFIB  believe  that  the  mix  of  taxes  to  spending  in 
this  package  is  too  high.  NFIB  economists,  Tom  Gray,  who  used  to 
be  the  chief  economist  of  the  U.S.  Small  Business  Administration, 
and  Bill  Dunkleberg,  the  dean  of  the  business  school  at  Temple 
University,  are  fearful  that  the  amount  of  taxes  in  this  package, 
particularly  in  the  early  years,  will  blunt  the  recovery  and  that 
they  will  provide  very  little  long-term  stimulus. 

The  reason  is  that  the  stimulus  and  tax  incentives  in  the  pack- 
age for  the  business  community  are  far  outweighed  in  our  opinion 
by  the  amount  of  taxes  that  the  business  community  is  going  to  be 
asked  to  shoulder  in  future  years.  Our  suggestion  for  improving  the 
package  is  to  strip  out  the  approximately  $240  billion  in  stimulus — 
both  in  spending  and  in  taxes,  and  to  eliminate  $240  billion  in  tax 
increases  that  are  in  the  package  now. 

Third,  Mr.  Chairman,  the  plan  has  been  presented  in  language 
that  praises  small  business  in  the  United  States  as  a  unique  job- 
generating  engine,  and  that  from  all  the  statistics  that  we  have 
seen,  is  true.  But  if  the  object  is  to  get  small  business  owners  in 
this  country  to  go  out  and  create  jobs,  we  believe  that  the  package 
is  poorly  targeted  and  will  not  get  the  intended  results. 

Let  me  give  you  some  examples.  First  of  all,  the  ITC  investment 
tax  credit  aimed  at  smaller  firms,  it  is  good  that  it  is  permanent, 
it  is  very  good  that  it  is  nonincremental,  two  things  that  we  rec- 
ommended in  an  ITC,  but  we  don't  have  an  awful  lot  of  the  details 
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but  we  understand  it  is  very  likely  that  computers  are  not  going 
to  be  included. 

If  you  are  talking  about  small  businesses,  that  is  one  of  their  pri- 
mary investments  as  they  move  forward.  The  first  thing  a  service 
firm  generally  does  when  it  opens  up  is  purchase  a  computer  sys- 
tem. 

Second,  the  capital  gains  tax  reduction.  It  is  good  because  it  rec- 
ognizes the  need  for  long-term  risk  capital  in  smaller  businesses, 
but  it  is  poorly  targeted  because  it  only  covers  C  corporations  and 
80  percent  of  the  businesses  that  do  business  in  the  United  States 
are  not  C  corporations.  They  are  unincorporated  and  most  new 
business  start-ups  are  not  C  corporations.  They  are  either  propri- 
etorships, partnerships,  or  as  we  encouraged  in  the  1986  Tax  Act, 
subchapter  S  corporations.  A  far  better  and  more  effective  stimulus 
from  our  standpoint,  if  you  are  looking  for  one,  would  be  to  take 
the  expensing  provisions  of  the  code  and  increase  them  to  $25,000. 
That  would  stimulate  small  businesses  across  the  board. 

But  if  the  real  focus  is  jobs,  then  why  in  our  opinion  should  you 
hit  the  job  creators  the  hardest  with  the  tax  increases  in  this  pro- 
posal? The  biggest  tax  increases  that  we  see  are  for  unincorporated 
growing  businesses,  especially  those  in  the  retail  area.  They  are  hit 
by  a  multitude  of  taxes.  The  rate  increases  from  31  to  36  percent. 
The  lifting  of  the  HI  cap  and  a  2.9  percent  increase  in  the  taxes 
there,  the  alternative  minimum  tax  increases,  Dr.  Feldstein  said 
before  that  his  calculation  is  that  you  would  have  roughly  a  25  per- 
cent marginal  tax  increase.  You  add  on  this  the  limit  on  business 
meal  deductions,  the  new  Btu  tax  and  you  put  all  of  this  on  top 
of  what  happened  in  1990  when  they  were  roughly  the  only  group 
of  people  who  received  significant  tax  increases  in  that  package, 
and  I  think  you  have  a  situation  which  is  not  very  stimulative 
within  the  job-producing  sector  of  the  small  business  economy. 

In  conclusion,  Mr.  Chairman,  it  is  very  difficult  for  us  at  NFIB 
to  see  where  this  proposal  expects  to  get  the  private  sector  job  cre- 
ation when  it  hits  America's  job  creators,  small,  independent,  unin- 
corporated businesses  the  hardest. 

Thank  you. 

Mr.  KOPETSKI.  Thank,  Mr.  Motley. 

[The  prepared  statement  follows:] 
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TESTIMONY  OF  JOHN  3.  WOTLEY  UI    .      . 
National  Federation  of  Independent  Business 

Mr  Chairman.  I  warn  to  thanlc  you  for  this  opportunity  to  appear  before  your 
Cotnmitice.    I  appreciate  this  chance  to  present  our  views  on  how  President  Clinton's  "Vision 
of  Change  for  America"  will  impaa  this  nation's  small  business  owners. 

NFIB  is  currently  celebrating  its  50th  year  of  bringing  the  views  of  small  business 
owners  across  the  country  to  Washington.  D.C.   It  is  the  nation's  largest  small  business 
advocacy  organization,  representing  more  than  600,000  small  and  independent  business 
owners  nationwide. 

INTRODUCTION 

President  Clinton  has  asked  the  American  people  to  look  at  his  proposal  as  a  package 
and  not  to  pick  it  apart  and  criticize  its  individual  elements.   Since  this  is  NFIB's  first 
opportunity  to  comment  in  detail  on  the  Administration's  "Vision  of  Change,"  I  want  to  honor 
the  President's  request  and  cortiment  on  his  proposal  as  a  package.   1  realize  that  some  of  the 
changes  I  will  suggest  fall  outside  of  this  Committee's  jurisdiction,  but  to  understand  the 
reaction  of  the  small  business  community  to  the  President's  proposal,  it  is  important  to  focus 
on  more  than  just  the  suggested  changes  in  the  tax  code. 

THE  IMPORTANCE  OF  DEnCIT  REDUCTION  TO  SMALL  BUSINESS 

NFIB's  positions  are  determined  by  polling  our  membership.   NFIB  has  no  policy 
boards  or  committees  that  set  its  policy.   Every  NFIB  member  has  the  same  opportunity  as 
every  other  NFIB  member  to  determine  the  positions  our  organization  takes. 

Our  members  have  repeatedly  told  us  that  deficit  reduction  is  a  top  priority  for  them. 
Two  1991  NFIB  polls  indicate  the  importance  of  reducing  the  deficit  to  smallbusiness 
owners.   In  the  first  poll,  87%  of  NFIB  members  said  that  Congress  should  primarily  focus  its 
attention  on  deficit  reduction.   Only  8%  of  NFIB's  membership,  however,  believes  that  the 
deficit  should  be  reduced  through  tax  increases.   The  second  poll  is  more  telling  of  the  level 
of  concern  small  business  owners  feel  about  the  deficit.   In  this  p)oll,  small  business  owners 
were  asked  if  Congress  should  enact  tax  breaks  for  small  business  or  work  on  reducing  the 
deficit.   Seventy-two  percent  thought  Congress  should  work  on  reducing  the  deficit,  and  only 
27%  voted  for  tax  breaks. 

Small  business  ov^ers  see  the  deficit  as  a  double  threat.   First,  they  consider  the 
deficit  to  be  a  serious  brake  on  economic  growth.   Presendy,  Germany  and  Japan  are  willing 
to  finance  our  debt  by  buying  U.S.  Treasury  bonds.   As  they  face  increasing  economic 
problems  in  their  own  countries  and  geographic  regions,  more  and  more  of  the  U.S.  debt  will 
be  financed  by  Americans  who  will  lend  money  to  the  federal  government  instead  of 
investing  in  businesses.   This  will  make  it  increasingly  difficult  for  business  owners  to  find 
the  investment  capital  they  need  to  succeed.   According  to  Martin  Feldstein,  die  deficit  will 
consume  about  half  of  the  net  savings  generated  by  households  and  businesses. 

The  second  threat  is  one  that  is  not  peculiar  to  business  owners.   This  is  the  threat  the 
deficit  poses  to  future  generations  of  Americans.   Small  business  owners,  like  the  vast 
majority  of  Americans,  are  concerned  about  the  current  trend  of  government  to  spend  money 
now  and  have  taxpayers  pick  up  the  tab  in  the  future. 

Small  business  owners  believe  that  the  deficit  is  a  result  of  too  much  spending,  not  too 
little  taxation.   This  belief  is  verified  by  the  numbers.   From  1977  to  the  present,  the 
government  received  a  relatively  steady  19%  of  GNP  in  revenues.   During  the  same  period, 
government  spending  increased  from  21%  to  24%.   Unfortunately,  the  President's  plan  does 
very  little  to  stem  the  increase  in  federal  spending.   In  fact,  the  plan  will  actually  result  in  a 
net  increase  in  non-defense  discretionary  spending. 

Three  times  in  the  last  decade.  Congress  and  the  President  told  small  business  owners 
that  it  was  impossible  to  balance  the  budget  by  just  cutting  spending.   Three  times  Congress 
and  the  President  put  together  packages  of  tax  increases  and  spending  cuts.   Three  times  taxes 
went  up  and  spending  went  up.   The  last  of  those  three  packages,  the  Budget  Enforcement 
Act  of  1990,  was  a  complete  failure.   This  budget  agreement  was  supposed  to  raise  $165 
billion  in  new  taxes  and  cut  $325  billion  in  spending  between  1991-95.    In  fact,  it  is  expected 
that  the  federal  government  will  lose  $529  in  revenue  and  spend  $180  more  during  this 
period.   Although  the  recession  had  a  large  impact  on  these  numbers,  some  economists 
believe  the  1990  tax  increases  triggered  the  recession. 

CREATING  NEW  JOBS 

The  top  priority  of  Congress  should  be  to  encourage  strong  economic  growth  to  create 
new  jobs.    If  job  creation  is  the  problem,  small  business  is  the  answer.    According  to  the 
Small  Business  Administration,  small  businesses  created  4.1  mjllion  new  iobs  from  I98X  tn 
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ivvo.    During  tnis  same  period,  businesses  employing  more  than  5(XJ  employees  had  a  net 
loss  of  500,000  jobs.    Creating  an  environment  in  which  small  business  owners  are 
encouraged  to  grow  and  expand  their  businesses  will  result  in  the  maximum  amount  of  job 
creation. 

Resident  Clinton's  economic  plan  starts  with  the  faulty  premise  that  the  federal 
government  can  actually  create  new,  long-term  jobs.   The  federal  government  cannot  create 
wealth;  it  can  only  redistribute  it.   NFIB  members  are  concerned  that  the  tax  increases  used  to 
pay  for  these  new  jobs  will  destroy  more  jobs  in  the  private  sector  than  they  will  create 
overall.   In  fact,  there  is  very  little  evidence  that  government-generated  jobs  programs  are 
ever  effective  in  providing  benefits  after  the  government  finishes  handing  out  paychecks. 

According  to  studies  performed  by  the  Urban  Institute,  attempts  by  the  federal 
government  to  bring  additional  young  workers  into  the  labor  force  have  been  a  failure.  The 
federal  government  spent  $35  billion  on  employment  programs  through  the  Comprehensive 
Employment  and  Training  Act  (CETA).  The  Urban  Institute  found  that  this  federal  spending 
resulted  in  earnings  losses  for  young  men  of  all  races  and  had  no  impact  on  the  fiiture 
earnings  of  young  women  who  participated.   Last  May,  a  six-year  study  of  the  Job  Training 
Partnership  Act  (JTPA)  was  completed  by  the  Department  of  Labor.   This  study  found  that 
JTPA  participants  earned  less  than  a  control  group  of  their  peers  who  did  not  participate  in 
the  program.   The  federal  government  already  spends  $16.3  billion  a  year  on  125  different 
employment  and  training  programs.   These  programs  are  run  by  14  different  agencies  and 
departments.   Although  increasing  funding  for  jobs  sounds  politically  attractive,  these 
programs  are  very  cosdy,  rarely  produce  any  positive  results  and  sometimes  cause  more  harm 
than  good. 

THE  NEED  FOR  ECONOMIC  STIMULUS 

Many  NFIB  members  are  scratching  their  heads  wondering  why  we  need  an  urgent 
surge  of  federal  funding  to  stimulate  the  economy.   From  their  vantage  point,  the  economy 
appears  to  be  recovering  quite  well  without  any  help  from  Washington,  D.C.   The  following 
economic  indicators  demonstrate  the  economy's  health  and  the  lack  of  any  need  to  stimulate 


*  The  economy  appears  to  be  rebounding  from  the  recent  recession  with 
gtowth  of  3.4%  in  the  3rd  quarter  of  1992  and  4.8%  in  the  fourth  quarter,  the 
fastest  growth  in  5  years. 

*  According  to  recent  NFIB  surveys,  many  NFIB  members  plan  to  increase 
investment  in  their  businesses  and  expand  inventory  in  the  next  few  months. 

*  The  nation's  employers  overall  created  365,000  jobs  in  February,  the  biggest 
increase  in  employment  in  the  last  four  years. 

*  The  unemployment  rate  fell  from  a  recession  high  of  7.7%  to  7.0%  in 
February,  the  lowest  it  has  been  since  1991. 

NFIB  members  would  prefer  that  the  billions  of  dollars  targeted  to  "job  creation"  be 
targeted  toward  reducing  the  deficit  or  offsetting  the  proposed  tax  increases.   Engaging  in  one 

last  binge  of  federal  spending  is  the  wrong  way  to  start  down  the  declared  path  of  fiscal 
asceticism. 

TAX  PROVISIONS  THAT  WILL  HELP  SMALL  BUSINESSES  CREATE  JOBS 

President  Clinton's  package  does  contain  two  significant  tax  reductions  for  small 
business  owners,  the  investment  tax  credit  and  a  capital  gains  tax  reduction. 

Investment  Tax  Credit 

The  investment  tax  credit  will  encourage  small  business  owners  to  increase  their 
purchases  of  equipment  and  boost  the  productivity  of  their  businesses.   The  investment  tax 
CTedit  contained  in  the  President's  proposal  is  designed  well  for  small  business  use.   The 
credit  is  permanent  and  not  incremental.   Temporary,  incremental  credits  are  difficult  for 
small  business  owners  to  use.   As  long  as  this  credit  applies  to  the  broad  range  of  equipment 
small  business  owners  purchase,  it  will  be  very  useful  in  encouraging  increased  small 
business  investment 

NFIB  is  concerned,  however,  that  the  investment  tax  credit  is  not  the  best  incentive  to 
increase  equipment  purchases,  and  that  the  incentive  will  favor  equipment  over  labor.    Many 
small  businesses  would  prefer  to  see  an  increase  in  section  179  expensing  instead  of  an 
investment  tax  credit.   Expensing  is  simpler  than  an  investment  tax  credit,  and  it  produces  the 
same  results. 
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If  the  purpose  of  President  Clinton's  proposal  is  to  create  jobs,  then  the  Congress  inay 
want  to  consider  replacing  the  ITC  with  a  jobs  tax  credit.   Small  businesses  tend  to  be  labor 
intensive,  and  in  the  vast  majority  of  cases  their  labor  costs  exceed  their  capital  costs.   A  tax 
credit  against  PICA  would  lower  labor  costs  and  encourage  small  business  owners  to  hire 
additional  workers.   Replacing  the  ITC  with  a  tax  credit  against  the  employer's  share  of  RCA 
would  encourage  small  business  owners  to  hire  more  workers  instead  of  encouraging  them  to 
buy  more  machines.   In  the  late  1970's,  a  jobs  tax  credit  was  championed  by  a  former 
member  of  this  Committee,  Majority  Leader  Dick  Gephardt,  and  it  could  produce  needed  job 
creation. 

Capital  Gains  Tax  Reduction 

The  reduction  in  the  capital  gains  tax  will  encourage  increased  investment  in  small  C 
corporations  and  will  reward  those  who  patiently  build  up  a  successful  business  over  a 
number  of  years.    Unfortunately,  the  Administration's  plan  only  permits  C  corporations  to 
take  advantage  of  a  lower  capital  gains  rate.    Since  only  20  percent  of  businesses  in  this 
country  are  C  corporations  and  most  new  businesses  are  set-up  as  sole  proprietorships, 
partnerships  or  S  corporations,  this  proposal  will  have  a  very  limited  impact. 

The  President's  plan  also  contains  a  variety  of  tax  deductions  and  credits  to  help 
stimulate  business  activity.   These  stimulants  include  the  research  and  experimentation  credit, 
the  targeted  jobs  tax  credit,  small  issue  manufacturing  and  agricultural  bonds,  enterprise  zones 
and  mortgage  revenue  bonds.   However,  these  stimulants  will  not  be  strong  enough  to  offset 
the  depressing  effect  of  $275  billion  in  new  taxes. 


TAX  PROVISIONS  THAT  WILL  HINDER  SMALL  BUSINESS  JOB  CREATION 

Hitting  the  Self-Employed 

Eighty  percent  of  businesses  in  America  are  unincorporated  and  pay  taxes  as 
individuals.   Increasing  taxes  on  these  individuals  takes  money  out  of  their  businesses  that 
could  be  used  to  expand  and  hire  more  employees. 

The  taxable  income  of  self-employed  business  owners  is  deceptive.   They  may  have  to 
pay  tax  on  much  more  income  than  they  take  home  as  salary.   These  business  owners  must 
pay  tax  on  what  the  business  cams  after  deductions,  not  just  their  salary.   For  example,  if  a 
successful  dress  shop  earns  $500,000  and  decides  to  expand  inventory  by  purchasing 
$450,000  in  additional  clothing,  the  shop  owner  will  pay  tax  on  much  more  than  just  her  take 
home  profit  of  $50,000.   Since  she  is  only  able  to  deduct  the  cost  of  the  clothing  when  it  is 
sold,  she  could  end  up  paying  tax  on  most  of  her  $450,000  worth  of  inventory.   As  a  result, 
the  additional  taxes  listed  above  will  seriously  hamper  her  ability  to  expand  the  business  even 
though  she  takes  home  a  modest  income. 

President  Clinton's  economic  plan  increases  taxes  on  the  self-employed  in  five  ways: 

1  -      Income  tax  rates  are  increased  from  31%  to  36%  for  those  earning  over 

$140,000  and  filing  a  joint  return;  $1 15,000  if  filing  as  an  individual  or 
$127,500  if  filing  as  a  head  of  household. 

In  the  example  above,  if  the  dress  shop  owner  carried 
$200,000  of  inventory  from  one  year  to  the  next,  she  would  have 
to  pay  tax  on  $250,000  (since  inventory  is  not  deductible  until 
sold,  she  will  have  to  pay  tax  on  her  $50,000  salary  plus  the 
$200,000  in  unsold  inventory).   If  she  was  filing  a  joint  return, 
the  higher  tax  rate  would  apply  to  $1 10,000  (increasing  her  taxes 
by  $5,500),  even  though  she  has  already  spent  that  money  trying 
to  make  her  business  more  successful. 

2  ~      The  wage  cap  on  the  Hospital  Insurance  portion  of  HCA  is  eliminated, 

effectively  raising  the  tax  rate  of  self-employed  business  owners  earning  above 
$140,000  by  2.9*.- 

This  is  just  another  layer  of  taxation  on  a  self-employed  business 

owner.   This  change  will  require  business  owners  to  pay  yet  another 
2.9%  on  any  amounts  they  have  to  report  as  income  that  exceed 
$140,000. 

3  -      The  individual  alternative  minimum  tax  (AMT)  is  increased  from  24%  to  26% 
for  those  earning  less  than  $175,000  and  28%  for  those  earning  more. 
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[ncreasing  the  alternative  minimum  tax  hurts  small  business 
owners  in  two  ways.   First,  it  will  increase  the  tax  liability  of  those 
paying  the  AMI.   Second,  narrowing  the  gap  between  the  AMT  tax  rate 
and  the  regular  tax  rate  will  force  an  additional  number  of  business 
owners  to  calculate  the  tax  even  if  they  do  not  ultimately  have  to  pay  it 

4  --      The  limitations  on  itemized  deductions  and  the  personal  exemption  (known  as 

PEP  and  Pease)  are  extended,  effectively  raising  the  tax  rate  of  those  earning 
more  than  $160,000  by  another  2%. 

As  shown  in  the  examples  above,  the  taxable  income  of  a  self- 
employed  business  owner  can  exceed  $160,000  even  if  the  amount  of 
salary  taken  out  of  the  business  is  relatively  minor.   This  change  in  the 
law  could  require  a  business  owner  to  pay  an  extra  2%  tax  on  money 
that  has  already  been  spent  to  improve  the  business. 

5  --      The  business  meal  deduction  is  lowered  from  80%  to  50%. 

Virtually  every  small  business  owner  takes  advantage  of 
the  business  meal  deduction.  For  many  small  business  owners 
who  are  limited  in  the  amount  of  advertising  they  can  purchase, 
the  business  meals  and  entertainment  can  be  one  of  the  primary 
ways  of  attracting  new  business. 

Successful  business  owners  crying  to  expand  their  businesses  are  hardest  hit  by  these 
changes  in  the  tax  code.    However,  these  very  same  businesses  are  the  ones  that  we  will  rely 
on  to  provide  most  of  the  new  jobs  in  the  coming  years. 

Deja  Vu 

This  is  not  the  first  time  since  1986  that  the  self-employed  have  been  asked  to 
increase  their  contributions.  In  1990,  several  changes  were  made  to  the  tax  code  that 
increased  the  tax  liability  of  the  self-employed: 

•  The  top  individual  tax  rate  was  increased  from  28%  to  31%  for  married  individuals 
earning  more  than  $78,400. 

•  Itemized  deductions  were  limited. 

•    The  Medicare  HI  cap  was  lifted  from  $53,400  to  $125,000,  effectively  raising  the 
marginal  rate  of  self-employed  individuals  between  those  two  incomes  by  2.9%. 

The  same  self-employed  business  owners  who  watched  their  taxes  go  up  in  1990  are 
now  being  asked  to  contribute  more  again. 

The  Btu  Tax 

The  Btu  tax  does  not  single  out  self-employed  business  owners  in  the  same  manner 
that  the  taxes  mentioned  above  do,  but  NFIB  members  are  still  very  concerned  about  the 
impact  the  Btu  tax  will  have  on  their  tax  liability  and  on  the  economy  as  a  whole.   As  a 
result  of  their  being  in  business,  small  business  owners  consume  more  energy  than  the  general 
public.   As  a  result,  they  will  pay  a  disproportionately  high  percentage  of  this  tax.   In 
addition,  the  Btu  tax  is  not  levied  on  businesses  based  on  their  ability  to  pay.    A  new  energy 
intensive  enterprise  barely  making  ends  meet  could  end  up  paying  the  same  amount  of  tax  as 
an  older,  more  established  enterprise  that  is  very  profitable. 

Another  concern  is  that  a  Btu  tax  will  increase  the  manufacturing  and  transportation 
costs  of  every  product,  raising  the  specter  of  inflation.    As  we  have  seen  in  the  past,  inflation 
is  the  worst  enemy  of  a  balanced  budget  because  of  its  impact  on  entitlement  programs. 

From  a  policy  standpoint.  NFIB  members  are  concerned  that  the  Btu  tax  is  new  and 
that  it  is  hidden.    New  taxes  raise  enforcement  problems,  and  it  is  difficult  to  gauge  how  they 
will  affect  the  economy.    A  Btu  tax  is  new  not  only  to  this  country:  no  other  industrialized 
nation  has  a  Btu  tax.   In  fact,  some  European  nations  have  dismissed  a  Btu  tax  because  they 
feared  it  would  negatively  impact  their  international  competitiveness. 

The  cost  of  the  Btu  tax  inherent  in  the  price  of  a  product  is  hidden  from  consumers. 
This  is  its  most  disturbing  characteristic.  NFIB  members  oppose  hidden  taxes  because  they 
believe  they  are  too  easy  to  increase  in  the  future. 

Increased  Paperwork 

The  President's  proposal  also  requires  small  business  owners  to  complete  additional 
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forms  (IRS  form  1099)  reporting  payments  to  other  corporations.    This  will  dramaticaJly 
increase  the  amount  of  paperwork  small  businesses  have  to  complete. 

Business  owners  who  make  payments  in  excess  of  $600  per  year  to  an  individual  in 
exchange  for  services  must  file  a  form  1099  with  the  IRS  to  report  the  amount  paid. 
Payments  made  to  corporations  need  not  be  reported.   The  Administration's  proposal  would 
change  current  law,  requiring  business  owners  to  also  report  payments  made  to  corporations 
for  services.   This  proposal  has  several  serious  flaws,  including  the  following: 

•  Form  1099  reporting  paperwork  could  double  or  even  triple  for  the  average  small 

business  owner.   This  would  force  business  owners  to  spend  even  more  time  filling 
out  government  paperwork  instead  of  running  their  businesses. 

•  The  information  reported  on  form  1099  is  useless  to  the  IRS.   The  IRS's 
inadequate  computer  system  prevents  them  from  being  able  to  match  the  1099 
forms  they  already  receive. 

•  Some  payments  for  services  cannot  be  calculated.   For  example,  if  a  business 
owner  buys  a  copying  machine  from  Xerox  with  a  two-year  service  contract  worth 
more  than  $600,  what  does  the  business  owner  report?   The  value  of  the  service 
contract  to  the  business?  The  cost  of  the  service  contract  to  Xerox?   The  entire 
purchase  price,  including  the  cost  of  the  machine?   Many  small  business  owners 
will  just  report  the  entire  purchase  price  to  avoid  any  liability  on  their  part  and  let 
Xerox  and  the  ERS  work  out  the  details. 

In  sum,  this  change  in  the  law  will  require  business  owners  to  spend  additional  hours 
filling  out  forms  that  are  completely  worthless  to  the  federal  government. 


IMPACT  OF  THE  PRESIDENT'S  ECONOMIC  PLAN  ON  THE  1986  TAX  REFORM  ACT 
In  1985,  this  Committee  labored  mightily  to  accomplish  three  goals: 

*  Simplify  the  tax  code  to  make  it  less  mysterious  to  the  average  taxpayer; 

*  Eliminate  tax  shelters  and  loopholes  to  encourage  investors  to  make  business 
decisions  independently  of  the  tax  code;  and 

*  Lower  the  tax  rates  and  broaden  the  base  to  make  the  code  fairer  to  those  unable  to 
hire  professional  tax  assistance. 

AH  three  of  these  goals  were  accomplished  in  the  ensuing  Tax  Reform  Act  of  1986. 
Small  business  owners  profited  from  the  lower  rates  and  the  simpler  rules.    NFIB  supported 
these  changes.   Increasing  numbers  of  small  business  owners  took  advantage  of  the  low 
individual  rate  by  becoming  S  corporations.   The  Administration's  proposal  will  eliminate 
many  of  the  gains  made  in  1986. 

The  Administration's  proposal  brings  back  higher  rates,  special  tax  breaks,  increasing 
complexity  and  individual  rates  that  are  higher  than  the  corporate  rate.   Although  many  NFIB 
members  are  supportive  of  "change"  in  government,  one  thing  they  do  not  want  to  see  change 
again  is  the  tax  code.   According  to  a  recent  NFIB  survey,  frequently  changing  tax  laws  was 
a  major  problem  facing  small  business.   Changes  in  the  tax  code  were  more  problematic  than 
filling  out  federal  paperwork  or  competition  from  larger  businesses.   The  proposed  changes 
will  be  particularly  devastating  for  those  business  owners  who  became  S  corporations  because 
of  the  changes  made  in  1986.   The  Administration's  proposal  inverts  the  corporate  and 
individual  rates.   Now  that  corporations  will  pay  a  lower  tax  rate  than  some  individuals, 

owners  of  S  corporations  must  re-evaluate  the  benefits  of  being  an  S  corporation. 

MAKING  THE  PACKAGE  FRIENDLIER  TO  SMALL  BUSINESS  JOB  CREATION 

As  mentioned  above,  httle  economic  evidence  exists  to  show  that  our  economy  is  in 
need  of  any  stimulus.   The  economy  is  growing,  large  numbers  of  jobs  are  being  created  and 
business  owners  are  ready  to  expand.   Yet,  even  with  all  this  good  news  the  Administration  is 
proposing  $160  billion  in  new  stimulus  spending  over  five  years.   To  pay  for  this  new 
spending,  it  proposes  raising  taxes  significantly  on  the  very  segment  of  society  that  creates 
new  jobs  -  small  business  owners.   NFIB  members  strongly  believe  that  if  allowed  to  keep 
more  of  dieir  own  money,  they  could  create  more  and  better  jobs  than  any  government  jobs 
program. 

To  this  end,  NFIB  recommends  the  $240  billion  in  tax  and  spending  stimulus  be 
stripped  out  of  the  package  and  that  $240  billion  worth  of  tax  increases  be  eliminated.   This 
change  will  prevent  the  current  recovery  from  being  cut  short  by  a  sudden  increase  in  the  tax 
burden. 

68-793  0-93-14 
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CONCLUSION 

On  behalf  of  the  over  600,000  members  of  the  National  Federation  of  Independent 
Business,  I  ask  this  Committee  and  Congress  to  rethink  the  approach  to  economic  growth  and 
job  creation.   Taxing  small  business  owners  to  pay  for  make-work  government  jobs  programs 
may  result  in  lower  unemployment  in  the  short  term,  but  over  time,  the  government  jobs  will 
evaporate,  and  we  will  find  that  we  have  deprived  the  private  sector  of  the  resources  they 
need  to  hire  these  workers. 
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Mr.  KOPETSKI.  Mr.  Gladstone,  welcome. 

STATEMENT  OF  DAVID  GLADSTONE,  DIRECTOR,  NATIONAL  AS- 
SOCIATION OF  BUSINESS  DEVELOPMENT  COMPANIES  AND 
CHAIRMAN,  ALLIED  CAPITAL 

Mr.  Gladstone.  Thank  you,  Mr.  Chairman,  I  appreciate  the  op- 
portunity to  address  this  group.  My  association  represents  business 
development  companies,  and  business  development  companies 
make  loans  and  investments  to  small  business.  That  is  our  only 
business,  so  we  are  very  much  interested  in  the  health  of  small 
business.  We  applaud  the  President's  proposal.  We  think  it  is  a 
very  good  start  and  we  are  very  interested  in  following  the  legisla- 
tion and  hope  to  better  it  with  some  of  the  suggestions  we  come 
up  with  today. 

One  of  the  things  we  would  like  to  bring  up  which  hasn't  been 
mentioned  by  anybody  is  that  increasing  taxes  on  higher  income  in- 
dividuals will  actually  hurt  small  business.  Studies  have  shown 
that  people  who  earn  between  $200,000  and  $1  million  a  year,  the 
so-called  higher  income  people,  are  the  source  of  approximately  90 
percent  of  the  risk  capital  that  goes  into  new  and  growing  small 
businesses. 

Now,  we  are  talking  about  billions  of  dollars  of  risk  capital,  not 
loans.  This  is  the  money  that  is  used  to  start  small  businesses. 
During  the  past  4  years,  the  recession  has  dramatically  reduced 
the  income  of  this  class  of  taxpayers  and  as  a  result  there  has  been 
a  corresponding  drop  in  the  risk  capital  for  small  businesses.  New 
business  formation  has  been  at  an  all  time  low  over  the  last  4 
years. 

In  short,  the  United  States  just  isn't  forming  small  businesses. 
Small  business  is  a  source  of  approximately  80  percent  of  all  the 
new  jobs  created  in  the  United  States  and  since  the  United  States 
is  not  creating  new  businesses,  there  is  no  reason  to  think  that 
there  is  a  good  outlook  for  job  creation. 

Taxing  those  who  earn  between  $200,000  and  $1  million  will  in 
essence  shut  down  much  of  the  risk  capital  that  flows  into  small 
businesses  today.  We,  in  essence  will  stop  many  of  the  creations 
that  should  be  going  on  if  we  want  small  business  to  continue  to 
create  business  and  jobs  for  the  next  century. 

Changing  the  Tax  Code  will  help  some  business  development 
companies,  as  outlined  in  my  written  testimony,  but  that  is  not 
enough.  We  are  talking  about  risk  capital  and  billions  of  dollars 
and  the  10-percent  surtax  placed  on  those  who  earn  over  $250,000 
will  in  essence  take  a  lot  of  the  risk  capital  that  would  have  gone 
to  small  businesses  to  start  small  businesses  out  of  the  hands  of 
small  businesses  and  of  course  into  paying  the  deficit. 

We  think  increasing  the  tax  on  individuals  will  be  the  single 
worst  thing  that  we  can  do  for  risk  capital  for  small  business.  We 
would  encourage  you  to  look  toward  a  tax  on  consumption  as  op- 
posed to  a  tax  on  investment. 

Our  second  point  is  on  capital  gains,  the  President  has  proposed 
a  modified  version  of  what  has  affectionately  been  referred  to  as 
"the  Bumpers  bill"  that  was  introduced  last  year  as  S.  368.  The 
President's  version  of  the  bill  does  help  some,  but  as  mentioned  by 
Mr.  Motley,  it  just  doesn't  do  the  job.  We  need  a  complete  bill  that 
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will  help  put  risk  capital  into  small  businesses  and  without  the 
small  business  with  risk  capital,  we  are  not  going  to  create  the  jobs 
and  we  would  encourage  you  to  adopt  the  Bumpers  bill  in  full, 
rather  than  only  a  part  of  the  Bumpers  bill. 

There  are  some  tax  changes  that  will  help  my  industry,  the  busi- 
ness development  companies  to  also  increase  our  activity  in  small 
business.  Most  of  us  operate  under  the  Tax  Code  known  as  regu- 
lated investment  companies.  Regulated  investment  companies  were 
in  essence  designed,  that  legislation  was  designed  for  mutual 
funds,  and  one  of  those  rules  is  called  the  short-short  rule,  meaning 
that  just  for  example  a  business  development  company  makes  a 
loan  to  a  small  business  £ind  decides  to  sell  part  of  that  lean,  as 
they  often  do  in  order  to  syndicate  business  loans  or  business  in- 
vestments, it  would  cut  against  it,  they  would  in  essence  flunk  the 
short-short  test  and  no  longer  be  a  regulated  investment  company 
and  have  a  whole  different  world  to  live  in  rather  than  the  one 
they  were  designed  under. 

The  short-short  rule  was  repealed  in  H.R.  11,  which  was  of 
course  vetoed  by  the  President,  and  we  would  hope  in  your  enact- 
ment this  year  that  you  will  put  a  repeal  of  the  short-short  test 
into  that  new  legislation.  I  might  mention  that  Senator  D'Amato 
and  Congressman  LaFalce  are  working  on  legislation  to  sell  loans. 
Without  the  repeal  of  the  short-short  rule,  the  IRS  rule  will  take 
a  large  number  of  players  out  of  the  marketplace  for  small  business 
loans.  I  might  mention  also  that  this  is  revenue  neutral,  so  it 
would  be  a  big  plus  if  we  could  get  that. 

There  is  another  aspect  that  affects  business  development  com- 
panies and  that  is  the  shortage  of  buyers  of  business  loans  over  at 
the  RTC  and  the  FDIC,  and  that  is  primarily  because  of  the  asset 
diversity  test  that  is  in  the  Tax  Code,  that  is,  they  may  not  have 
more  than  50  percent  of  their  assets  in  companies  where  their  own- 
ership is  more  than  10  percent. 

If  we  want  to  clean  up  some  of  the  small  business  loans  at  the 
RTC  and  FDIC,  we  would  ask  that  you  relax  the  asset  diversity 
test  on  business  development  companies.  Again,  this  will  be  reve- 
nue neutral  and  not  have  an  impact  on  the  taxes  today. 

Finally  we  would  just  throw  in  a  word  for  the  people  in  the  real 
estate  trust  area.  We  need  long-term  loans  and  the  source  of  loans 
for  small  businesses,  we  are  not  getting  it  from  banks,  we  are  not 
getting  it  from  S&Ls.  We  think  if  you  change  some  of  the  laws  in 
the  REIT  area,  there  would  be  an  opportunity  for  us  to  put  more 
loans  into  the  REIT  industry.  And  this  goes  back,  REITs  are  sub- 
ject to  the  short-short  rule  test. 

If  the  short-short  rule  can  be  repealed,  for  REITs,  then  those 
REITs  might  be  more  interested  in  making  small  business  loans, 
and  this  comes  about  because  of  because  if  REIT  makes  a  loan  to 
a  small  business  and  then  receives  a  prepayment  in  the  first  4 
years,  that  prepayment,  any  discount  on  the  prepayment,  can  be 
counted  against  the  REIT  in  meeting  its  short-short  test. 

All  these  things  have  been  repealed  before.  We  hope  that  they 
will  be  added  to  the  President's  bill  and  passed  this  time  around. 

Thank  you  very  much  for  inviting  me. 

[The  prepared  statement  follows:] 
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1  SUMMARY 

The  National  Association  of  Business  Development  Companies  appreciates  the  opportunity  to  express  their 
views  on  the  Presidents  Revenue  Proposals.  We  want  you  to  know  that  we  strongly  support  the 
underlying  objectives  of  this  legislation  where  it  is  designed  to  promote  capital  formation  and  aid  to  small 
business.  We  know  from  our  experience  that  small  businesses  are  the  cornerstone  of  the  U.S.  economy 
and  their  growth  and  prosperity  generates  most  of  the  new  jobs  created  in  the  United  States.  We  also 
understand  that  access  to  financing  in  the  securities  market  as  well  as  through  banks  and  other  third  party 
lenders  can  be  enhanced  by  reducing  regulatory  burdens. 

2.  BACKGROUND  ON  ALLIED  CAPITAL 

Allied  Capital  Corporation  and  its  sister  company  Allied  Capital  Corporation  n  are  two  of  the  few 
Business  Development  Companies  (BDC's)'  in  existence  today.  These  companies  are  chartered  and 
licensed  only  to  make  small  business  loans  and  investments  and  have  no  other  reason  for  being  in 
existence.  Both  o:  these  companies  are  traded  on  NASDAQ  and  both  are  well  received  by  the  public  as 
publicly  traded  companies  that  help  small  business. 

3.  COMMENTS  ON  THE  CURRENT  "CREDIT  CRUNCH" 

In  1974-5  when  I  was  making  loans  to  small  businesses,  credit  availability  was  terrible.  There  were  no 
loans  available.  In  1981-2  when  interest  rates  were  sky  high,  credit  for  small  business  was  non-existent. 
Both  periods  were  tough  times  for  small  business.  But  both  the  BOD  periods  pale  by  comparison  to  the 
credit  shrinkage  of  1991-3.  There  is  almost  no  credit  available  to  small  business  today.  The  landscape 
for  small  business  credit  is  a  wasteland.   Businesses  are  starving  for  funds. 

What  is  causing  this  "Credit  Crunch"? 

There  are  several  items  one  can  point  to.  In  my  opinion  banks  are  not  lending  because  of  regulations  and 
litigation.  There  are  too  few  non-bank  lenders. 

1.  Regulation  is  Killing  Bank  Loans 

The  regulators  have  imposed  so  many  conditions  on  a  banks  new  loans  that  it  stops  all  loans.  I  sit  on 
the  board  of  a  Bank  and  if  the  that  bank  followed  everything  the  regulators  proposed,  the  Bank  could  not 


'  BDC's  were  created  to  be  separate  and  apart  from  mutual  funds  by  he  Small  Business  Incentive  Act  of  1980 
("1980  Act")[Pub.L.  No. 96-477],  as  a  category  of  venture  capital  companies  subject  to  separate  and  distinct 
provisions  of  the  1940  Act  designed  to  recognize  their  distinct  characteristics.  A  BDC  is  a  special  closed-end 
management  investment  company  with  securities  requested  under  Section  12  of  the  Securities  Act  of  1934,  and  is 
operated  for  the  sole  puqx>se  of  making  specific  types  of  investmoits  to  small  businesses. 
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make  a  new  loan.  In  short,  the  bank  regulators  have  regulated  small  business  loans  out  of  existence. 
What  loan  officer  wants  to  stand  before  a  board  of  directors  of  a  bank  and  answer  to  a  regulator  who  tells 
the  board  that  the  loans  office  is  not  in  compliance  with  the  regulations.  Even  though  the  regulation  is 
one  that  says  he  didn't  get  the  real  estate  appraisal  within  30  days  of  dispersing  funds.  Or  what  loan 
officer  wants  to  be  accused  by  the  bank  regulators  of  "relying  too  much  on  character'  to  make  a  loanl 

No  loan  officer,  who  has  a  spouse  and  children,  who  depend  on  the  paycheck,  will  risk  their  job  to  make 
such  a  loan. 

2.  Litigation  is  destroying  Lending 

Litigation  is  a  way  of  life  for  every  loan  officer  in  America  today.  This  sweeping  statement  is  the  literal 
truth.  Every  loan  officer  who  has  been  making  loans  since  the  eighties  has  been  involved  in  litigation 
because  borrowers  now  sue  the  banks  they  borrow  money  from,  making  outrageous  claims  against  the 
banks;  all  in  leu  of  repaying  their  debts  to  the  bank.  This  has  left  loan  officers  in  a  'shell  shocked'  state 
of  mind,  and  unwilling  to  make  new  loans  for  fear  of  creating  another  frivolous  lawsuit.  An  entire 
generation  of  loan  officers  have  been  demoralized  and  negatively  trained  not  to  make  loans. 

Loan  officers  cannot  function  in  today's  legal  climate  because  lending  is  predicted  on  the  "good  faith' 
of  the  borrower.  There  can  be  no  good  faith  relationships  when  one  party  (the  banker)  is  always  'looking 
over  his  shoulder'  for  a  possible  lawsuit. 

The  astronomical  number  of  lawsuits  exist  today  because  lawyers  can  file  firivolous  lawsuits  with  dq 
consequence  to  their  client  or  themselves.  This  litigious  climate  has  shut  down  lending  by  thousands  of 
loan  officers.  As  long  as  lawyers  are  permitted  to  make  frivolous  claims  in  court  in  hope  that  a  jury  will 
believe  at  least  some  of  the  claims  and  make  an  award  of  something  to  them,  then,  loan  officers  will  not 
lend.  The  point  here  is  that  if  the  jury  doesn't  side  with  the  plaintiff  then  its  no  big  loss  to  the  law  firm. 

Congress  must  pass  a  law  that  will  allow  defendants  to  recover  from  plaintiffis  all  legal  and  out  of  pocket 
expenses,  if  the  plaintiffis  loose  their  suit.  Its  the  only  law  that  will  restore  order  to  the  lending 
marketplace.  Every  civilized  nation  in  the  world  has  this  rule  except  the  U.S..  We  need  this  law  in 
order  to  turn  the  flow  of  funds  back  on  to  small  businesses.  I  beg  you  to  consider  legislation  in  this  area. 


3.  There  are  too  few  non-bank  lenders 

Currently  there  are  too  few  institutions  that  will  lend  money  to  small  businesses  when  banks  are  not  in 
business  of  making  those  loans.  As  we  know  banks  are  out  of  the  business  of  making  all  but  a  few  small 
business  loans.  This  has  caused  the  current  credit  crunch.  One  solution  to  alleviating  the  need  for  capital 
and  small  businesses  is  to  help  Business  Development  Companies  and  Small  Business  Investment 
Companies  grow  by  eliminating  the  regulations  that  currently  keeps  them  from  making  loans  and 
investments  to  small  businesses  and  raising  money  in  the  stock  market.  By  eliminating  the  regulations 
that  currently  hamper  Business  Development  Companies  the  United  States  Government  is  making  it 
impossible  for  additional  financial  institutions  to  grow  and  prosper,  these  new  institutions  could  be  the 
institutions  that  will  make  loans  and  investments  to  small  businesses.  We  think  that  the  new  proposed 
law  entitled,  'The  Small  Business  Incentive  Act  of  1993',  will  take  a  giant  step  in  the  direaion  of 
encouraging  non-bank  financial  institutions  to  come  forward  and  since  these  institutions  are  for  making 
loans  to  small  businesses  it  will  help  the  marketplace  by  providing  credit.  While  all  the  provisions  of  the 
act  are  not  as  liberal  as  they  could  be,  the  law  is  a  step  in  the  right  direction  and  we  urge  that  the  Senate 
go  forward  with  this  law. 

4.  COMMENTS  ON  THE  PRESmENTS  REVENUE  PROPOSALS 
I  REVENUE  REDUCTION  PROVISIONS 

I-A  Training  and  education 

The  associations  and  its  member  are  in  favor  of  the  permanent  extension  of  employer  provided 
educational  assistance  and  the  permanent  extension  of  job  targeted  tax  credits. 

I-B  Capital  Investment  and  Economic  Growth 

1    ITC 
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We  are  in  favor  of  a  general  investment  tax  credit  that  will  help  any  business  save  taxes 
and  invest  for  the  future.  The  fact  that  this  has  been  limited  to  "small"  businesses  may 
be  a  mistake  since  the  definition  of  "small"  business  in  the  President's  proposal  is  "a 
business  with  average  annual  gross  receipts  of  less  than  $5  million  in  the  three  years 
preceding  the  taxable  year".  This  is  another  definition  of  small  business  and  should  not 
be  used  in  the  proposal.  Instead  the  proposal  should  use  the  definitions  used  by  the  U.S. 
Small  Business  Administration  which  is  "any  business  with  less  than  $6  million  dollars 
of  net  worth  and  less  than  $2  million  dollars  in  after  tax  profits  in  the  preceding  year." 
The  U.S.  Small  Business  has  spent  millions  researching  and  defining  "small"  in  small 
business.  We  don't  need  another  definition.  We  recommend  the  proposed  legislation  be 
changed  to  include  the  best  definitions  of  small  business. 


2.  R  &  E  Credit 


We  are  very  happy  to  see  the  President's  proposal  would  permanently  extend  research 
tax  credits  and  we  applaud  that. 


3.  Capital  gains 

The  capital  gains  exclusion  for  certain  small  business  stock  is  not  adequate.  The 
President's  proposal  is  modeled  on  the  "Bumpers  Bill"  an  extremely  well  thought  out  and 
perfectly  crafted  in  language  bill  as  put  forth  by  Senator  Dale  Bumpers.  We  would  ask 
that  the  administration  review  the  Bumpers  Bill  and  adopt  it  in  its  entirety  with  regard 
to  Capital  Gains  exclusion  for  certain  small  business  stock.  The  Bumper  Bill  has  cost 
millions  to  design  and  formulate.  It  is  complete  and  should  be  adopted.  The  Bumper 
BUI  is  "S368". 

4.  ATM 

No  comment  on  modifying  ATM  depreciation  schedule. 

5.  Bonds 

No  comment  on  bonds  for  high  speed  rail  facilities 

6.  Permanent  extension  of  qualified  small  business  bonds. 

We  applaud  the  Presidents  proposal  to  permanently  extend  the  authority  to  issue  qualified 
small  issue  bonds. 

I-C  Enterprise  Zones 

We  applaud  the  President's  desire  to  designate  50  federal  Enterprise  Zones  which  would  benefit 
from  targeted  employment  investment  incentives.  This  is  the  right  thing  to  do. 
I-D       Tax  Credits 

We  agrr.?  with  he  President's  proposal  to  expand  and  simplify  the  earned  income  tax  credits. 

I-E  Real  Estate  Investment  Provisions 

Generally  we  do  not  have  comments  on  every  item  but  we  do  on  the  following. 

1-4   No  Comment 

5.  Facilitate  real  estate  investments  bv  pension  funds  and  others. 

We  believe  that  relaxing  restrictions  on  debt  financed  real  estate  investments  by  pension  funds 
and  others  will  free  up  capital  to  allow  small  businesses  to  be  able  to  buy  their  own  real  estate. 
We  also  believe  that  repealing  rules  regarding  publicly  traded  partnerships  will  also  allow  more 
funds  to  come  into  real  estate  and  benefit  small  businesses.  Further  we  believe  that  title  holding 
companies  to  receive  small  amounts  of  UBIT  will  be  beneficial  to  small  businesses  that  need  to 
raise  capital.  As  will  excluding  loan  conunitment  fees  and  certain  option  premiums  from  UBIT. 
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I-F        Other  Provisions 

We  are  in  favor  of  the  temporary  extension  of  health  insurance  deductions  for  self-employed 
individuals.  As  the  committee  well  knows,  most  small  businesses  are  unincorporated  and  this  is 
a  part  of  the  law  that  should  be  kept  in  force. 

n.  REVENUE  RAISING 

n-A      Individual  Taxes 

1.  Increased  taxes  for  higher  income  individuals. 

A.  Small  businesses  in  the  United  States  are  not  in  favor  of  individual  income  tax  increase 
as  set  forth  in  the  President's  proposal.  Increasing  income  taxes  will  not  create  jobs  in 
the  small  business  sector.  Most  small  businesses  are  "sub-S*  companies  or  are 
unincorporated  businesses,  so  therefore  the  tax  increase  will  be  a  direct  tax  increase  on 
the  small  businesses.  The  tax  increase  will  cause  small  businesses  to  try  to  pass  on  the 
increases  tax  to  its  customers,  or  worse,  not  hire  additional  people  because  they  are 
paying  higher  taxes  and  don't  have  the  money  for  new  employees.  We  think  that  the 
revenue  raising  provisions  contained  in  the  individual  income-tax  side  will  be  very 
detrimental  to  small  business  and  small  business  hiring.  A  general  exemption  should  be 
made  for  small  businesses. 

Generally  speaking  small  businesses  would  be  much  more  in  favor  of  a 
consumption  based  tax,  than  a  tax  on  profits.  We  would  encourage  the 
committee  to  consider  consumption  taxes  as  opposed  to  income  taxes. 

B.  We  would  like  to  note  that  the  mcreased  taxes  on  high  income  tax  payers  and  the 
alternate  minimum  tax  rate  will  all  cause  small  businesses  to  have  to  incorporate  as 
regular  "C"  corporations  so  that  they  may  keep  the  profits  inside  the  business  as  opposed 
to  having  the  profits  flow  through  to  the  individuals  (where  taxes  are  to  be  higher)  and 
then  reinvested  back  in  the  business.  This  will  cause  them  additional  work  to 
incorporate  in  states  and  file  additional  paperwork.  We  would  hope  that  with  regard  to 
small  businesses  surtax  on  high  income  tax  payers  and  alternate  minimum  taxes  that  these 
taxes  could  be  relaxed  where  a  business  is  involved  as  opposed  to  an  individual's  earning 
salary. 

C.  The  small  business  community  is  made  up  of  small  businesses  that  can  grow  on  their  own 
capital  and  those  that  need  raise  capital  to  grow.  In  the  current  climate  there  are  three 
sources  of  capital.  (l)Banks,  (2)non-bank  financial  institutions  like  Business  Development 
Companies  and  (3)" wealthy  individuals".  These  three  sources  have  different  attributes. 
The  first  source.  Banks,  currently  doesn't  have  a  great  deal  of  money  for  small 
businesses  and  no  amount  of  freeing  up  that  money  will  make  that  money  be  available 
for  risk  taking.  If  banks  can  lend  to  small  business  then  a  small  business  will  be  able  to 
borrow  money  to  buy  machinery  but  it  will  not  be  able  to  borrow  money  from  a  bank 
to  start  a  business  or  take  on  a  high  risk  proposition  such  as  a  new  product. 

Non-bank  financial  institutions  generally  take  more  risk  but  they  are  in  such  short 
supply  that  there  is  not  enough  money  to  go  around  to  the  small  business 
community.  (Incidently,  a  new  bill  introduced  by  Senators  Dodd,  D'Amato,  and 
Riegle  called  the  "Small  Business  Incentive  Aa  of  1993"  would  go  along  way  to 
create  more  non-bank  financial  institutions  ^ 

The  third  source  of  funding  for  small  business  is  "wealthy  individuals". 
Generally  speaking  these  "wealthy"  individuals  are  not  the  "mighty  titans"  of 
industry  that  earn  more  than  a  million  dollars  a  year  but  rather  "wealthy" 
individuals  that  earn  from  $200,000  to  $1  million  dollars  per  year".  These 
individuals  which  we  term  "wealthy"  but  not  rich  are  individuals  who  themselves 
have  had  a  string  of  good  luck  in  business  and  are  willing  to  invest  in  other 
people  to  see  if  they  can  do  better.  By  increasing  the  tax  on  this  group  of 
"wealthy"  individuals  it  will  limit  the  funds  going  to  small  business.    Here's 


See  below  Item  number  5-V  for  further  informaton  on  this  bill. 
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«4iy. 

Wealthy  individuals  who  earn  from  $200,000  to  $1  million  are  the  predominant 
source  of  risk  capital  for  small  businesses.  While  everyone  talks  about  venture 
capital  (which  is  the  business  name  for  Business  Development  Companies)  in 
truth  there  is  only  approximately  $35  billion  of  venture  capital  available  in  the 
United  States  today.  This  is  documented  by  Venture  Economics  -  the  standard 
magazine  in  this  area. 

Since  there  is  only  $35  billion  dollars  of  venture  capital  available  and  much  of 
it  is  already  invested,  where  do  small  businesses  get  there  money  from?  They 
get  it  from  wealthy  individuals  (not  rich  ones).  These  funds  come  in  the  form 
of  $20,000  -  $50,000  stock  purchases  by  wealthy  individuals  who  want  to  'take 
a  flyer*  on  investing  in  a  small  business.  Hundreds  of  thousands  of  small 
businesses  in  the  United  States  get  money  form  wealthy  individuals  each  year. 
It  is  estimated  by  the  experts  on  this  source  of  money  that  95%  of  the  risk  money 
supplied  to  small  businesses  comes  from  these  wealthy  individuals.  It  is  no 
wonder  that  they  have  been  given  the  slang  name  of  "Angels"  since  they  are  the 
primary  source  of  all  goodness  for  small  business.  Without  these  Angels  there 
would  not  be  small  business  community  today. 

Therefore  it  is  very  obvious  that  a  tax  increase  on  these  wealthy  individuals  will 
be  a  direct  hardship  on  small  businesses.  It  will  dry  up  capital,  remove  money 
that  is  desperately  needed  by  these  small  businesses  and  foster  a  climate  of  *no 
risk  dollars  available"  for  small  businesses. 

During  the  I980's  small  businesses  were  fueled  qqI  by  great  bank  loans  (although 
that  helped)  not  by  venture  capitalists  (although  there  was  plenty  of  venture 
capital)  but  primarily  by  Angels  founding  and  financing  small  businesses  with 
loans  and  investments  of  $20,000  -  $50,000  dollars.  A  classical  study  on  this  has 
been  written  by  Wetzel  '.  By  increasing  the  tax  on  Angels  the  United  States 
Govoimient  will  remove  much  of  the  seed  capital  that  would  go  to  small 
businesses.  By  taking  money  away  from  Angels  Congress  will  remove  it  directly 
from  the  mouths  of  small  business.  In  plain  fanning  terminology  this  is  like 
'eating  your  seed  com". 

Of  all  the  provisions  being  proposed  by  the  President  ,  this  provision  of 
increasing  taxes  on  individuals  whose  income  is  from  $200,(XX)  to  $1  million 
dollars  will  be  the  most  damaging  to  small  business.  It  will  literally  destroy  the 
seed  capital  needed  to  grow  die  next  generation  of  small  businesses.  We  ask  this 
Congress  not  to  do  this. 

2.  Repeal  health  insurance  wage  base  cap. 

The  rq>eal  of  the  wage  base  cap  will  hurt  small  businesses  most  since  they  are 
unincorporated  businesses  and  this  proposal  will  be  a  direct  tax.  We  recommend 
an  exemption  for  small  business. 

3.  through  8. 

No  comment. 


n-B  Business  Provisions 

No  Comment 
n-C      Foreign  Tax  Provisions 

No  Comment 


'  Wetzel,  W.  1983  Angles  and  Informal  Risk  Capital  and  see  also  Haar,  N.  1992  Informal 
Risk  Capital  Tnvft.stnr5! 
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D-D      Energy  Tax  Provisions 

No  Comment 

n-E      Compliance  Provisions 

No  Comment 
n-F      Miscellaneous  Provisions 

No  Comment 


m        ADDITIONAL  PROVISIONS 

m-A  Increase  taxable  portion  of  sodal  security. 

We  believe  that  increasing  the  taxable  portion  of  social  security  is  another  form  of  taxes  that  will 
reduce  that  money  available  in  small  business  to  finance  their  growth.  Therefore  we  would  hope 
that  the  house  would  not  enact  the  President's  Bill. 

5.  PROVISIONS  THAT  SHOULD  BE  ADDED  TO  THE  PRESIDENT'S  BILL 

I.  Repeal  Regulated  Investment  Company  "Short-Short"  Test. 

We  urge  that  current  law  be  amended  to  r^eal  the  so-called  "short-short"  test  for 
Business  Development  Companies  that  qualify  as  regulated  investment  companies 
("RICs"),  which  unnecessarily  burdens  RICS  and  poses  a  constant  risk  of  inadvertently 
losing  RIC  status.  In  order  to  qualify  as  a  RIC  for  Federal  income  tax  purposes,  a 
corporation  must  satisfy  certain  qualification  tests,  including  a  test  known  as  the  "short- 
short"  test.  Under  section  851(b)(3)  of  the  Internal  Revenue  Code,  a  corporation  cannot 
qualify  as  a  RIC  if  30  percent  or  more  of  its  gross  income  is  derived  from  the  sale  or 
disposition  of  certain  investments  (including  stock,  securities,  options,  futures,  and 
forward  contracts)  held  for  less  than  three  months. 

The  short-short  test  has  been  defended  as  protecting  RIC  investors  against  "churning"  and 
risky  short-term  trading  aaivities  by  RICs.  However,  the  securities  laws  adequately 
serve  these  purposes  of  protecting  investors.  Moreover,  the  short-short  test  may  actually 
increase  investors'  risks  because  the  test  sometimes  forces  RICs  to  hold  appreciated  stock 
or  securities  that  are  losing  value  and  restricts  RICs'  ability  to  use  options  in  hedging 
transactions  to  protect  unrealized  gains  against  loss.  The  short-short  test  also  forces  RICs 
to  monitor  the  holding  periods  of  its  assets  and  keep  track  of  short-term  gains  it  realizes 
through  the  year,  thereby  burdening  RICs  with  significant  recordkeeping,  compliance, 
and  administrative  costs. 

The  repeal  of  the  short-short  test  was  included  in  H.R.  11,  which  was  vetoed  by 
President  Bush  last  year.  The  repeal  of  the  short-short  test  has  been  included  in  H.R.  13, 
introduced  by  Chairman  Rostenkowski  this  year.  We  urge  that  the  repeal  of  the  short- 
short  test  be  included  m  any  tax  legislation  to  be  enacted  this  year. 

We  also  wish  to  recommend  that  the  repeal  of  the  short-short  test  be  made  retroactive  to 
tax  years  ending  on  or  after  the  date  H.R.  11  was  passed  by  the  Congress.  WE  do  not 
wish  to  suggest  that  RICs  should  be  forgiven  for  intentionally  violating  a  requirement  of 
the  Internal  Revenue  Code.  However,  a  RIC  that  violated  the  short-short  test  would  only 
have  done  so  inadvertently.  MoreovCT,  there  are  some  areas  of  uncertainty  regarding  the 
proper  scope  of  the  short-short  test.  Many  types  of  income  that  are  not  derived  from 
speculative  short-term  trading  activities  may  be  considered  subject  to  the  short-short  test 
by  the  Internal  Revenue  Service.  We  therefore  strongly  urge  that  the  repeal  of  the  short- 
short  test  be  made  retroactive  to  take  effect  as  it  would  have  had  H.R.  II  not  been  vetoed 
last  year  in  order  to  eliminate  the  unduly  harsh  result  of  an  inadvertent  violation.  This 
limited  retroactivity  would  not  have  a  significant  revenue  impact  and  would  not  reward 
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any  RIC  for  an  intentional  violation  of  requirements  of  the  Internal  Revenue  Code. 

This  provision  is  revenue  neutral. 

n.         Asset  Diversity  Test  for  Business  Development  Companies  Purchasing  Loans 
From  the  RTC  and  FDIC. 

We  urge  that  the  asset  diversity  test  applicable  to  RICs  in  section  851(b)(4)(A)  of  the 
Internal  Revenue  Code  be  modified  to  facilitate  the  purchase  of  small  business  loans  from 
the  Resolution  Trust  Corporation  ("RTC"),  Federal  Deposit  Insurance  Corporation 
("FDIC")  and  similar  government  agencies  by  RICs  that  have  eleaed  to  be  treated  as 
"business  development  companies"  ("BDCs")  under  the  Investment  Company  Act  of  1940 
and  to  any  securities  subsequently  acquired  through  the  foreclosure  or  restructuring  of 
such  loans. 

In  order  to  qualify  as  a  BDC  under  the  Investment  Company  Act  of  1940,  an  investment 
company  must  provide  capital  to  small  companies  and  financially  troubled  companies. 
BDCs  specialize  in  making  and  servicing  loans  to  small  businesses  and  have  purchased 
small  business  loans  from  the  RTC  and  FDIC.  The  small  business  loans  held  by  the 
RTC  and  FDIC  are  not  being  properly  serviced,  as  they  would  be  if  they  were  held  by 
a  financial  institution.  Current  law,  however,  unnecessarily  limits  the  ability  of  a  BDC 
to  purchase  such  loans  and  provide  proper  servicing. 

Section  851(b)(4)(A)  of  the  Internal  Revenue  Code  provides  that  at  least  50  percent  of 
the  total  assets  of  a  RIC  must  be  represented  by  "qualifying  assets"  such  as  cash, 
government  obligations,  securities  of  other  RICs,  and  other  stock  and  securities.  In 
counting  "other"  stock  and  securities  towards  the  50  percent  of  assets  test,  a  RIC  may 
not  count  the  stock  or  securities  of  any  one  issuer  (other  than  the  Government  or  another 
RIC)  if  such  stock  and  securities  constitute  more  than  five  percent  of  the  total  value  of 
the  assets  of  the  RIC.  Similarly,  a  RIC  may  not  count  the  stock  or  securities  of  any  one 
issuer  (other  than  Government  securities  or  the  securities  of  another  RIC)  if  the  RIC 
holds  more  than  ten  percent  of  the  outstanding  voting  securities  of  the  issuer.  These  asset 
diversity  requirements  discourage  BDCs  from  purchasing  small  business  loans  from  the 
RTC  or  FDIC  for  the  following  reasons. 

First,  BDCs,  which  specialize  in  making  loans  to  small  businesses,  are  not  large  mutual 
funds,  but  are  relatively  small  closed-end  investment  companies.  The  value  of  some  of 
the  small  business  loans  held  by  the  RTC  and  FDIC  exceeds  five  percent  of  the  total 
value  of  such  BDCs  and  therefore  would  not  constitute  qualifying  assets  for  purposes  of 
the  50  percent  of  assets  test. 

Second,  a  foreclosure  on  a  secured  loan  may  result  in  the  BDC  receiving  substantially 
all  of  either  the  equity  securities  of  the  debtor  or  the  debtor's  operating  assets.  If  the 
BDC  receives  substantially  all  of  the  equity  securities  of  the  debtor,  it  will  hold  more 
than  10  percent  of  the  debtor's  voting  securities  and  such  securities  will  not  be  qualifying 
assets  for  purposes  of  the  50  percent  of  assets  test.  If  the  BDC  receives  the  debtor's 
operating  assets,  the  BDC  would  have  to  transfer  the  assets  to  a  new  wholly-owned 
subsidiary  of  the  BDC^  with  the  result  that  the  BDC  would  own  100  percent  of  the 
subsidiary's  voting  securities  so  that  the  securities  of  the  new  subsidiary  would  not  be 
qualifying  assets  for  purposes  of  the  50  percent  of  assets  test.  The  possibility  that  a  BDC 
will  be  forced  to  foreclose  on  a  loan  purchased  from  the  RTC  or  FDIC  is  often  greater 
than  normal  because  such  loans  are  often  purchased  without  complete  loan 
documentation. 

Finally,  the  restructuring  of  a  loan  purchased  from  the  RTC  or  FDIC  to  avoid  foreclosure 
may  nonetheless  result  in  the  debtor  satisfying  a  substantial  portion  of  its  obligation  with 
voting  securities  that  would  not  constitute  qualifying  assets  because  they  exceed  ten 
percent  of  the  debtor's  outstanding  voting  securities. 


*  A  RIC  cannot  directly  operate  a  business  directly  because  90  percent  of  its  income  must  be  in  the 
form  of  interest,  dividends,  and  gains  from  the  disposition  of  stock  or  securities.  Therefore,  a  RIC  must 
put  operating  business  assets  into  a  subsidiary. 
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Therefore,  in  order  to  encourage  BDCs  to  purchase  small  business  loans  held  by  the  RTC 
and  FDIC,  we  urge  that  the  asset  diversity  test  under  section  8S  1(b)(4)(A)  be  liberalized 
for  loans  purchased  from  the  RTC  and  FDIC  (and  securities  acquired  in  restructuring  or 
foreclosing  on  such  loans).  Congress  has  previously  liberalized  the  asset  diversity  test 
in  order  to  help  'high-tech*  start-up  companies  attract  venture  capital.  Under  section 
85 1(e),  the  five  percent  of  asset  value  limit  of  the  asset  diversity  test  is  slightly  liberalized 
and  the  ten  percent  of  voting  securities  limit  of  the  asset  diversity  test  is  eliminated  for 
RICs  that  provide  capital  to  "high-tech'  start-up  companies.'  In  order  to  encourage  the 
purchase  of  small  business  loans  from  the  RTC  and  FDIC,  we  urge  that  a  similar 
liberalization  be  provided  for  loans  purchased  by  BDCs  from  the  RTC  or  FDIC  and  to 
securities  acquired  in  foreclosures  or  restructurings  of  such  loans.  Such  a  liberalized 
asset  diversity  test  would  eliminate  the  ten  percent  of  voting  securities  limit  and  would 
increase  the  five  percent  of  asset  value  limit  to  ten  percent  to  facilitate  the  purchase  of 
such  loans  by  BDCs,  which  are  generally  small  companies. 

We  propose  that  the  liberalized  asset  diversity  test  apply  to  loans  purchased  by  BDCs 
because  BDCs  are  the  only  type  of  RIC  that  specializes  in  making  capital  available  to 
small  businesses.  We  believe  that  liberalizing  the  asset  diversity  test  for  BDCs  is  the 
most  effective  way  to  encourage  the  purchase  of  small  business  loans  by  RICs  from  the 
RTC  and  FDIC. 

This  provision  is  revenue  neutral. 

in.        Limitations  on  Investments  in  REITs  by  Pension  Trusts. 

We  urge  that  current  law  be  amended  to  make  it  easier  for  pension  trusts  to  invest  in  real  estate 
through  REITs.  In  order  for  a  corporation  to  qualify  as  a  REIT,  not  more  than  50  percent  of  the 
value  of  the  outstanding  stock  of  the  REIT  can  be  owned  by  five  or  fewer  individuals  (the  '5/50 
rule").  Current  law  treats  a  domestic  pension  trust  as  a  single  individual  for  purposes  of  this 
rule.  Therefore,  a  REIT  is  restricted  in  its  ability  to  raise  capital  from  pension  funds.  The 
treatment  of  domestic  pension  trusts  as  single  individuals  for  purposes  of  the  5/50  rule  is 
especially  burdensome  for  smaller  REITs  because  many  pension  trusts  have  a  policy  of  not 
investing  amounts  that  are  less  than  a  specified  minimum  amount,  which  may  rq)resent  a 
substantial  ownership  interest  in  a  relatively  small  REIT.  WE  urge  that  section  856(h)  of  the 
Internal  Revenue  Code  be  amended  to  treat  die  beneficiaries  of  a  U.S.  pension  trust  as  the  holders 
of  REIT  stock  owned  by  the  pension  trust  for  purposes  of  the  5/50  rule.  This  will  provide  money 
to  small  businesses  that  want  to  buy  real  estate  to  expand  their  business.  These  fimds  do  not  exist 
today. 

Bills  introduced  by  Representative  Andrews  (H.R.  749)  and  Senator  Boren  (S.  342)  would  amend 
section  856(h)  to  provide  that  a  pension  trust  generally  is  not  to  be  treated  as  an  individual  for 
purposes  of  determining  whether  five  or  fewer  individuals  own  more  than  50  percent  of  the  value 
of  outstanding  REIT  stock.  Under  the  bills,  the  beneficiaries  of  the  pension  fund  would  be 
treated  as  the  owners  of  REIT  stock  held  by  the  pension  fund.  The  bills  would  also  provide  that 
if  a  corporation  qualifies  as  a  REIT  by  reason  of  treating  pension  trust  beneficiaries  as  the  owners 
of  stock  held  by  the  pension  trust  and  if  the  corporation  is  a  "pension-held"  REIT,  a  portion  of 
the  dividends  paid  by  the  REIT  to  the  pension  funds  would  be  treated  as  income  from  an 
unrelated  trade  or  business.  This  rule  would  apply  only  if  at  least  five  percent  of  the  REIT's 
income  would  have  been  unrelated  trade  or  business  income  in  the  hands  of  a  pension  fund,  and 
would  apply  only  to  pension  funds  that  own  more  than  ten  percent  of  the  REIT.  The  same 
amendments  to  section  856(h)  were  included  in  both  H.R.  4210  and  H.R.  11,  which  were  vetoed 
by  President  Bush  last  year. 

The  amendments  to  seaion  856(h)  contained  in  H.R.  749  and  S.  342  that  would  relax  the 
limitations  on  mvestments  in  REITs  by  pension  funds  would  remove  unneeded  resfrictions  on  the 
ability  of  pension  trusts  to  invest  in  real  estate  through  REITs  and  would  help  smaller  REITs  gain 


*     To  prevent  RICs  from  becoming  holding  companies,  this  liberalized  asset  diversity  test  is  not 
available  for  the  securities  of  an  issuer  if  the  RIC  has  held  any  security  of  the  issuer  continuously  for 
ten  or  more  years.   Moreover,  the  liberalized  asset  diversity  test  is  not  available  to  a  RIC  that  has 
more  than  25  percent  of  its  assets  invested  in  the  securities  of  issuers  in  which  the  RIC  holds  more 
than  ten  percent  of  the  outstanding  voting  securities  and  in  respect  of  which  the  RIC  has  continuously 
held  a  security  for  ten  or  more  years. 
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access  to  needed  capital.  Accordingly,  I  urge  that  section  856(h)  be  amended  as  proposed  in 
H.R.  749  and  S.  342. 

This  provision  is  revenue  neutral. 

rV.   Exclude  Mortgage  Prepayments  From  the  REIT  Short-Short  Test. 

We  urge  that  current  law  be  amended  to  exclude  from  the  REIT  "short-short"  test  any  gains 
realized  upon  the  prepayment  or  refinancing  of  a  mortgage  that  was  either  originated  by  the  REIT 
or  was  a  "performing"  loan  when  purchased  by  the  REIT.  Under  section  856(c)(4)  a  corporation 
will  not  qualify  as  a  REIT  for  any  taxable  year  in  which  thirty  percent  or  more  of  its  gross 
income  is  derived  from  the  sale  or  other  disposition  of  (1)  stock  or  securities  held  for  less  than 
one  year,  (2)  properties  that  are  held  primarily  for  sale  to  customers  or  that  constitute  inventory 
in  stock  or  trade,  and  (3)  real  property  (including  interests  in  real  property  and  interests  in 
mortgages  on  real  property)  held  for  less  than  four  years.  This  rule  corresponds  to  the  short- 
short  test  for  RICs,  and  is  meant  to  limit  the  extent  to  which  REITs  engage  in  active  trading  of 
real  property  and  mortgages  on  real  property. 

The  prepayment  of  a  mortgage  with  original  issue  discount  or  market  discount  within  four  years 
of  being  purchased  by  a  REIT  results  in  the  realization  of  gain  by  the  REIT,  which  can  result  in 
the  loss  of  REIT  status.  The  danger  of  losing  REIT  status  due  to  the  prepayment  of  mortgages 
needlessly  discourages  REITs  from  originating  mortgages  with  original  issue  discount  or 
purchasing  performing  mortgages  with  market  discount.  The  underlying  purpose  of  section 
856(c)(4)  is  to  insure  that  REITs  will  hold  real  property  and  mortgages  on  real  property  as 
investments  and  will  not  actively  trade  such  property.  Applying  the  short-short  test  to  gains 
recognized  upon  the  prq)ayment  of  mortgages  that  were  originated  or  purchased  as  investments 
does  not  fiirdier  the  underlying  purpose  of  the  test. 

Application  of  the  short-short  test  to  gains  realized  upon  the  prepayment  of  mortgages  is 
especially  burdensome  in  the  case  of  mortgages  purchased  from  the  Resolution  Trust  Corporation 
("RTC")  and  Federal  Deposit  Insurance  Corporation  ("FDIC").  Performing  mortgages  held  by 
the  RTC  and  FDIC  are  commonly  sold  at  a  discount  because  of  a  lack  of  complete  loan 
documentation,  which  obliges  a  purchaser  to  make  its  own  credit  investigation  of  the  mortgagor. 
The  mortgages  held  by  the  RTC  and  FDIC  are  not  always  serviced  as  well  as  they  would  be  if 
they  were  held  by  a  financial  institution.  The  short-short  test  in  section  856(c)(4),  however, 
discourages  REITs  from  purchasing  more  than  a  limited  amount  of  such  mortgages.  Since 
mortgagors  have  the  right  to  prepay  their  mortgages  at  any  time  without  the  consent  of  the 
mortgage  holder,  a  REIT  must  limit  its  holdings  of  discounted  mortgages  that  have  been  held  for 
less  than  four  years  in  order  to  insure  against  the  loss  of  its  REIT  status  from  the  prepayment  of 
such  mortgages. 

For  purposes  of  the  amendments  we  propose,  a  "performing"  mortgage  would  include  any 
mortgage  as  to  which  no  scheduled  payment  was  more  than  90  days  past  due  at  the  time  of  the 
purchase.'  A  "prepayment"  would  include  any  payment  of  principal  that  is  made  by  the 
mortgagor  pursuant  to  the  terms  of  the  mortgage.  Thus,  a  "prepayment"  would  include  partial 
prepayments  and  prepayments  in  full  upon  the  sale  or  refinancing  of  the  property.  If  the  REIT 
refinances  the  property,  the  term  "prepayment"  should  also  include  the  issuance  of  a  new 
mortgage  in  exchange  for  the  old  mortgage.  In  determining  the  holding  period  of  a  new 
mortgage  received  in  exchange  for  an  old  mortgage  for  purposes  of  section  856(c)(4),  the  holding 
period  of  the  old  mortgage  should  be  tacked  on  to  the  holding  period  of  the  new  mortgage. 

The  amendments  we  propose  to  section  856(c)  would  apply  only  to  mortgages  that  are  originated 
by  the  REIT  and  mortgages  that  are  "performing"  mortgages  when  they  are  purchased  by  the 
REIT,  and  thus  would  not  encourage  the  formation  of  so-called  "vulture  REITs".  The 
amendments  would  apply  to  only  gain  recognized  upon  the  prepayment  or  refinancing  of  a 
mortgage  because  such  gain  does  not  represent  the  type  of  short-term  trading  profit  that  section 
856(c)(4)  was  intended  to  limit. 


'  The  RTC  and  FDIC  do  not  always  promptly  inform  mortgagors  that  the  RTC  or  FDIC  has 

taken  over  the  assets  of  a  failed  thrift  institution.  Thus,  some  mortgages  held  by  the  RTC  and  FDIC  have 
a  few  payments  past  due  because  the  mortgagor  has  not  yet  been  informed  where  to  send  the  mortgage 
payments.  Thus,  any  mortgage  held  by  the  RTC,  FDIC,  or  similar  financial  institution  should  be 
considered  a  "performing"  mortgage  if  no  payment  is  more  than  90  days  past  due. 
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This  provision  is  revenue  neutral. 


V.         SUPPORT  "THE  SMALL  BUSINESS  INCENTIVE  ACT  OF  1993"  FOR  CAPITAL 
FORMATION 

Senators  Dodd,  D'Amato,  Rlegle  and  others  have  introduced  "The  Small  Business  Incentive  Act 
of  1993*  in  order  to  stimulate  capital  formation.  This  new  bill  will  remove  some  of  the 
regulations  of  the  Securities  and  Exchange  Commission  ("SEC").  The  SEC  commissioners  have 
voted  in  favor  of  the  bill.  This  bill  will  increase  the  flow  of  capital  to  small  businesses.  This 
bill  is  revenue  neutral. 


6.  SUMMARY 

In  general  we  support  the  President's  proposals  but  there  needs  to  be  changes. 

There  are  some  key  proposals  in  the  President's  list  of  proposals  that  will  not  help  small  business. 

They  are: 

1 .  Increasing  the  tax  on  individuals  who  make  $200,000  to  $  1 ,000,000  will  destroy  the  flow 
of  funds  to  small  business.  We  cannot  afford  to  slow  down  this  flow. 

2.  The  small  business  size  defined  in  the  President's  proposals  should  not  be  used  and 

in  its  place  the  proposal  should  use  the  definition  of  small  business  as  established 
by  the  U.  S.  Small  Busbess  Administration. 

3.  The  capital  gains  provisions  of  the  Presidents  Bill  should  be  amended  to  include  all 

of  die  provisions  of  the  Bill  introduced  by  Senator  Bumpers. 


4.  The  "Short-Short"  test  should  be  repealed  so  that  Regulated  Investment  Companies 

don't  accidentally  fail  to  qualify  as  RIC'S. 

5.  The  asset  diversity  test  should  be  modified  to  facilitate  the  purchase  of  small  business 

loans  from  the  RTC  and  FDIC. 

6.  Pension  trusts  should  be  allowed  to  invest  in  REIT's  beyond  the  50%  rule. 

7.  Exclude  mortgage  prq>ayments  from  the  REIT's  "Short-Short"  test  so  they  have  better 

control  of  their  ability  to  qualify  as  REIT's. 
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Mr.  KOPETSKI.  Thank  you,  Mr.  Gladstone. 

We  asked  the  Secretary  of  the  Treasury,  Mr.  Bentsen,  the  other 
day  about  whether  he  was  open  to  including  some  of  those  provi- 
sions in  H.R.  11  in  the  President's  package,  and  he  said  that  dis- 
cussion was  premature. 

In  your  written  testimony,  you  argue  against  the  repeal  of  the 
cap  on  taxable  wages  for  the  Medicare  tax.  You  suggest  an  exemp- 
tion for  small  business  people. 

This  tax  increase  would  affect  those  with  more  than  $135,000. 
What  portion  of  small  businessmen  make  more  than  that? 

Mr.  Gladstone.  It  depends  on  how  you  count  it.  If  you  count 
those  small  businessmen  that  are  subchapter  S  and  that  are  in  es- 
sence unincorporated,  I  would  say  there  is  a  large  proportion  of 
those  small  businesses  that  make  more  than  $135,000  because  sim- 
ply the  bottom  line  of  the  small  business  tends  to  be  the  income 
those  people  take  home  every  day. 

I  don't  have  a  percentage.  I  would  be  glad  to  look  that  up  and 
provide  it  to  you. 

Mr.  KoPETSKi.  Mr.  Motley  might  be  able  to  help  me  out,  because 
I  thought  we  were  only  talking  about  1.2  million  of  the  118  million 
employed  people  in  the  United  States  would.be  affected  by  this  pro- 
vision. 

Mr.  Motley.  I  think  the  problem  with  the  Tax  Code  is  the  way 
it  treats  different  types  of  businesses,  whether  it  is  the  way  the 
business  is  structured  or  whether  it  is  the  type  of  business  it  is  in, 
retail,  construction,  et  cetera. 

On  page  3  of  our  testimony,  we  give  an  example  where  we  see 
the  greatest  impact  in  the  retail  industry,  where  a  retailer  who  in- 
vests their  income  during  the  year  will  be  taxed  on  that  if  they 
haven't  sold  the  inventory.  They  could  make  $500,000  during  the 
course  of  the  year,  reinvest  $400,000  in  their  income  and  only  take 
$50,000  out  of  the  business  with  $50,000  in  other  deductible  ex- 
penses, and  be  taxed  on  the  $450,000  where  they  are  only  taking 
$50,000  home. 

To  allow  them  to  move  to  cash  accounting  would  help  alleviate 
that  situation.  I  think  that  is  the  most  egregious  example  where 
you  would  find  this  proposal  particularly  difficult  for  small  busi- 
nesses to  deal  with.  It  is  not  that  they  are  taking  home  a  lot  of 
money.  They  have  a  lot  of  taxable  income  because  it  remains  in  the 
business. 

Mr.  Kopetski.  Before  I  move  to  Mr.  Crane  I  want  to  comment 
on  Mr.  Feldstein's  testimony  where  he  talked  about  the  President's 
plan  would  produce  little  or  no  additional  revenue  and  the  Sec- 
retary of  the  Treasury,  Mr.  Bentsen,  who  is  known  for  his  fiscally 
consei"vative  estimates,  thinks  this  would  raise  $126  billion  over  6 
years  and  our  Joint  Committee  on  Tax,  which  is  even  more  con- 
servative than  he  is,  says  it  will  raise  $112  billion. 

There  is  a  obviously  a  great  gap  there  between  one  economist, 
two  economists  and  a  third  economist. 

Mr.  Motley,  you  may  want  to  talk  to  your  economist  and  see 
what  he  or  she  has  to  say  about  those  estimates. 

Mr.  Crane,  you  may  inquire. 

Mr.  Crane.  Thank  you,  Mr.  Chairman. 
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I  want  to  congratulate  you  all  on  your  testimony.  Dr.  Feldstein 
left.  I  wanted  to  address  an  initial  question  to  him,  but  I  will  ad- 
dress it  to  the  panel. 

One  of  the  big  concerns  I  have  is  the  one  addressed  by  Mr. 
Donohue  more  than  the  rest  of  you  dealing  with  that  energy  tax, 
first  of  all  the  discrimination  in  how  it  applies  especially  with  natu- 
ral gas  versus  oil;  and  secondly  whether  it  is  your  conviction  that 
your  businesses,  except  those  in  the  export  business,  are  going  to 
be  so  adversely  affected  or  does  that  not  ultimately  hit  every  single 
person  in  our  economy? 

I  am  talking  about  food  costs,  the  cost,  for  example,  of  farm  ma- 
chinery, the  labor  cost  input,  the  transportation  cost  input,  the 
processing  input,  the  packaging  input.  This  means  that  when  a  can 
of  beans  comes  down  the  checkout  counter  that  the  consumer  is 
picking  up  the  tab. 

What  I  fmd  so  disturbing  about  this  is  every  time  we  have  ap- 
plied sales  taxes,  we  have  always  exempted  basics.  Food  is  exempt- 
ed, medical  prescriptions,  but  all  those  costs  have  to  ultimately  be 
passed  through  and  you  have  to  get  a  fair  return  on  investment  or 
you  are  out  of  business. 

Isn't  this  one  of  the  most  regressive  discriminatory  forms  of  tax- 
ation conceivable? 

Mr.  Donohue.  Mr.  Crane,  I  like  your  last  few  words.  Those  are 
exactly  the  ones  we  have  been  saying. 

If  you  look  at  the  54  percent  of  the  families  and  small  businesses 
that  make  less  than  $30,000,  their  share  of  their  income  that  will 
go  to  excise  taxes  under  the  discussions  before  us  or  even  now,  the 
same  percentage  is  twice  what  it  would  be  for  people  making  be- 
tween $30,000  and  $60,000  and  5  times  what  it  would  be  for  people 
making  over  $60,000. 

People  say  the  energy  tax  only  gets  you  for  8  cents.  I  say  that 
is  $3  billion  in  an  industry  that  made  $5  billion  last  year.  You  have 
to  add  in  the  other,  the  clean  air — we  are  going  to  put  in  7  cents, 
the  5  cents  we  got  a  few  periods  ago.  You  can't  look  at  it  and  say 
"That  is  just  the  trucking  guys.  We  will  work  that  out,"  because 
you  are  so  correct. 

Those  costs  eventually  increase  the  price  of  a  product  that  we 
put  on  the  international  market,  because  we  have  cut  it  down.  Our 
logistics  system  is  so  efficient  in  this  country  that  if  we  ran  at  an 
average  cost  of  the  other  countries,  the  cost  of  products  we  sell  on 
the  international  market  would  go  up  5  percent. 

What  we  are  trying  to  say  is  "Everybody  is  going  to  chip  in,  okay, 
but  let's  be  fair."  Whoever  came  up  with  this  multiplier  and  said 
that  petroleum  would  be  multiplied  2.5  times  more  than  other 
fuels,  ones  we  are  talking  about,  figured  they  had  a  patsy  and  the 
fact  of  the  matter  is  that  there  are  7.8  million  people  in  that  busi- 
ness alone,  not  to  mention  the  34  million  people  among  together 
the  AAA,  all  these  folks  that  are  out  driving  around  every  day,  and 
those  folks  will  carry  the  burden  and  the  majority  of  them  are  very 
low-income  folks  and  they  don't  have  a  choice. 

A  carpenter  in  your  State  that  has  to  drive  85  miles  to  work  and 
back  has  to  drive  and  it  is  going  to  cost  him. 

Mr.  Crane.  I  have  people  in  my  district  commenting  that  with 
that  hike  they  won't  be  able  to  take  the  commuter  train  to  Chicago 


423 

or  drive;  they  were  going  to  have  to  buy  a  bicycle.  I  reminded  them 
there  are  a  heck  of  a  lot  of  Btu's  in  constructing  a  bicycle.  This  hits 
ultimately  those  people  who  can  least  afford  it. 

Mr.  Motley.  Last  week — the  chairman  of  our  board  has  a  com- 
pany which  some  of  you  might  recognize,  Herrs  Potato  Chips  or 
snack  foods.  They  are  the  largest  independent  snack  food  manufac- 
turing firm  in  the  country.  They  compete  with  Frito  Lay, 
Budweiser,  PepsiCo.  Their  quick  estimate  of  their  increase  in  taxes 
on  gasoline  alone  is  $156,000  for  next  year. 

They  can't  calculate  their  complete  tax  increase  because  they 
don't  know  how  it  will  affect  the  purchasing  of  other  types  of  fuels 
or  energy.  They  estimate  their  taxes  are  going  to  go  up  at  least  15 
percent.  With  the  competitors  they  have,  they  are  very  worried 
about  where  that  is  going  to  place  them  vis-a-vis  large  corporations 
as  PepsiCo  and  Budweiser. 

Mr.  DONOHUE.  If  we  cut  the  cost  of  that  fuel  energy  tax  down 
to  an  equal  number,  which  would  cut  ours  in  half  roughly,  that 
would  be  $65,000  instead  of  the  $120,000. 

Mr.  Crane.  Ultimately  all  those  have  to  be  passed  on  to  consum- 
ers and  you  have  to  stay  alive  or  you  are  out  of  business. 

Mr.  Motley.  That  is  right. 

Mr.  Bloomfield.  I  would  like  to  make  four  comments  on  the  en- 
ergy tax.  The  first  is  the  fairness  issue. 

Mr.  Reischauer  testified  before  the  Senate  Energy  Committee  a 
week  or  so  ago.  There  is  an  attempt  being  made  in  the  Senate  to 
substitute  a  value-added  tax  for  a  Btu  tax.  Mr.  Reischauer  said, 
one  possible  advantage  of  a  VAT  over  an  energy  tax  is  that  it 
would  be  less  regressive  because  a  disproportionately  larger  share 
of  expenditures  of  low-income  families  are  for  energy  and  the  en- 
ergy tax  is  more  of  a  burden  on  low-income  families  than  a  broad- 
based  consumption  tax. 

Second,  when  Secretary  Bentsen  testified  before  this  committee, 
he  claimed  that  it  would  reduce  the  deficit. 

As  I  understand  the  numbers,  the  Btu  tax  would  raise  about  $30 
billion  a  year,  but  it  actually  nets  about  $10  billion  a  year  because 
you  have  a  loss  because  of  the  deductibility  of  that  tax  against  cor- 
porate income  taxes  and  excise  taxes. 

In  addition,  the  administration  is  providing  $10  billion  a  year  for 
the  earned  income  credits.  So  if  you  are  talking  about  reducing  the 
deficit  through  the  regressive  Btu  tax,  I  suggest  that  might  not  be 
the  most  efficient  way  to  do  it. 

Third,  Secretary  Bentsen  testified  that  it  would  reduce  depend- 
ency on  foreign  oil.  In  the  short  run,  economists  believe  that  the 
demand  for  foreign  oil  is  inelastic.  You  are  not  going  to  stop  buying 
foreign  oil.  You  will  end  up  depleting  domestic  reserves  which 
would  make  us  more  vulnerable  to  an  energy  crisis,  if  it  comes  to 
that. 

Finally,  as  far  as  taxing  pollution,  as  one  of  the  other  witnesses 
pointed  out,  there  are  other  fuels  which  have  a  higher  pollutant 
factor,  carbon  for  one,  which  obviously  were  taken  off  the  table. 

We  want  to  be  fiscally  responsible,  but  we  want  to  do  something 
good  for  the  economy  and  a  broad-based  consumption  tax  is  a  bet- 
ter way  to  raise  money. 

Mr.  Kopetski.  Mr.  Hoagland  may  inquire. 
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Mr.  HOAGLAND.  Thank  you,  Mr.  Chairman. 

I  would  Hke  to  welcome  the  four  of  you  to  the  committee.  We  ap- 
preciate your  patience  waiting  until  Mr.  Reischauer  was  completed. 

During  Mr.  Reischauer's  testimony,  he  indicated  that  the  tem- 
porary investment  tax  credit  for  corporations  of  over  $5  million 
would  cost  about  $12  billion  in  the  2  years  that  it  will  last,  and  the 
3  or  4  years  that  its  economic  effect  will  be  felt. 

My  question  is  would  it  be  a  good  policy  decision  for  the  Congress 
to  spend  that  $12  billion  in  that  fashion  or  would  it  make  more 
sense  to  direct  it  to  the  deficit  or  would  it  make  more  sense  to  re- 
duce the  proposed  increase  in  corporate  taxes  from  2  to  1  percent 
or  would  it  make  sense  to  direct  it  to  the  Bumpers  proposal  or 
some  of  the  other  proposals? 

I  would  be  interested  in  the  views  of  each  of  you. 

Mr.  Motley.  Mr.  Hoagland,  in  our  testimony,  one  of  the  things 
we  suggested  that  could  be  done  to  improve  the  package  would  be 
to  take  the  various  stimulus  elements  which  we  count  up  over  5 
years  to  be  $240  million  and  delete  them  and  not  raise  taxes  that 
much.  We  believe  that  the  small  business  sector  in  particular  is 
very  tax  sensitive  and  that  being  as  flexible  as  they  are  that  they 
are  going  to  react  in  a  way  you  are  not  going  to  want  them  to  react. 

I  would  broaden  it  beyond  the  2  percent  increase  in  the  corporate 
rate.  I  would  say  take  a  look  at  all  the  stimulus.  I  don't  think  we 
need  it  right  now. 

Mr.  DONOHUE.  I  believe  that  if  you  look  at  the  investment  tax 
credit,  it  gives  you  a  great  idea  of  how  a  magician  works.  It  is  great 
sleight  of  hand.  You  talk  of  7  percent  and  by  the  time  we  start 
changing  the  types  of  equipment  and  products  that  are  exempted 
or  not  allowed  and  we  reduce  the  outyears  and  how  long  it  lasts. 
It  is  down  to  1  percent.  But  if  it  has  $12  billion  in  it  and  you  were 
to  put  that  against  the  energy  tax,  you  could  significantly  reduce 
that  tax  and  save  people  all  over  this  country  the  significant  eco- 
nomic pain  without  all  the  paperwork. 

Mr.  Bloomfield.  Congressman,  it  seems  to  me  to  answer  that 
question  we  have  to  first  focus  on  what  the  objective  is.  My  test 
with  all  these  proposals  is  their  impact  on  investment.  I  start  out 
v/ith  a  premise  which  I  think  is  true,  and  that  is  that  we  tax  sav- 
ing and  investment  more  than  any  other  country. 

One  of  the  things  other  countries  have  is  a  value-added  tax.  I 
have  in  front  of  me  a  chart  by  the  OECD.  Our  percentage  of  tax 
revenue  from  investment  and  saving  is  much  higher.  Our  percent- 
age of  tax  revenue  from  consumption  is  much  lower. 

Having  said  that,  you  are  giving  me  a  devil's  choice,  because  the 
corporate  income  tax  is  obviously  one  way  to  address  that  bias.  But 
having  said  that,  I  should  note  that  Stanford  Professor  John 
Shoven  analyzed  a  number  of  tax  provisions  to  determine  the  most 
effective  way  to  reduce  the  cost  of  capital  for  investing  in  machin- 
ery and  equipment. 

His  analysis  showed  the  most  effective  tax  provisions  were 
expensing,  a  good  investment  tax  credit,  not  the  one  we  are  talking 
about  here,  and  integration  of  corporate  and  individual  taxes,  with 
corporate  rates  being  a  lesser  choice  because  corporate  rates  are 
basically  a  tax  on  the  return  on  old  investment. 
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Mr.  HOAGLAND.  So  your  answer  is  that  there  are  a  variety  of 
ways  that  we  could  spend  that  $12  bilHon  better,  in  your  opinion? 

I  don't  hear  you  defending  the  existing  proposal  by  the  adminis- 
tration. 

Mr.  Bloomfield.  My  bottom  line  on  the  investment  credit  pro- 
posal of  the  administration  is  you  don't  get  much  economic  punch. 

When  I  talked  with  the  administration,  I  suggested  five  tests  for 
an  effective  investment  tax  credit  and  their  proposal  doesn't  meet 
those  tests. 

Mr.  Gladstone.  We  concur  in  the  idea  that  the  stimulus  element 
is  not  a  big  impact  on  the  small  business  communities.  We  would 
think  that  reducing  the  regulations  on  a  lot  of  the  capital  compa- 
nies that  provide  capital  to  small  business  could  do  a  lot  more. 

In  our  industry,  we  have  a  bill  going  through  the  other  side  of 
the  hill  that  would  just  reduce  some  of  the  regulations  on  our  in- 
dustry so  we  could  invest  more.  There  is  the  idea  that  some  of  the 
banks  could  have  their  regulations  loosened. 

Mr.  HOAGLAND.  I  am  trying  to  address  the  sole  issue  of  this  $12 
billion  temporary  investment  tax  credit  for  companies  of  over  $5 
million.  Do  you  view  that  as  a  good  investment  or  not? 

Mr.  Gladstone.  I  do  not.  The  Bumpers  bill  would  be  my  indica- 
tion of  where  I  would  put  the  money. 

Mr.  HOAGLAND.  Thank  you,  Mr.  Chairman. 

Mr.  KOPETSKI.  Mr.  Brewster  may  inquire. 

Mr.  Brewster.  From  my  standpoint  after  hearing  what  I  have 
recently  heard  concerning  the  investment  tax  credit,  at  least  on 
large  industry,  it  would  appear  the  money  could  be  used  better 
somewhere  else.  But  on  small  business,  which  is  my  background, 
it  has  always  been  my  feeling  that  the  investment  tax  credit,  along 
with  the  jobs  tax  credit,  was  very  effective. 

In  our  State  law  in  Oklahoma,  we  have  an  either/or  provision.  I 
passed  it  and  happen  to  like  it.  Mr.  Motley,  would  you  prefer  an 
investment  tax  credit  on  small  business  on  a  permanent  5  percent 
basis  that  was  an  either/or  jobs  tax  credit  or  investment  tax  credit? 
Would  that  not  be  beneficial  to  small  business? 

Mr.  Motley.  That  you  could  take  either/or? 

Mr.  Brewster.  So  many  dollars  for  each  job  created  above  the 
FTEs  you  had  the  previous  year  or  so  many  dollars  for  investment 
in  new  equipment  in  your  industry. 

Mr.  Motley.  From  my  standpoint,  it  would  be  a  much  more  ef- 
fective proposal  because  you  would  not  only  deal  with  capital-inten- 
sive smaller  business,  but  also  with  labor-intensive  small  busi- 
nesses, which  I  think  are  left  out  of  this. 

The  only  thing  that  most  of  them  see  in  this,  particularly  the 
growing  successful  ones,  are  significant  tax  increases,  and  we  are 
afraid  the  reaction  is  going  to  be  the  wrong  one. 

Mr.  Brewster.  If  it  could  be  an  either/or  of  investment  tax  credit 
or  a  jobs  tax  credit  for  small  industry — ^your  group  would  support 
that  provision? 

Mr.  Motley.  We  would. 

On  the  investment  tax  credit  side,  we  would  probably  prefer  to 
go  with  expensing,  which  we  consider  to  be  easier  and  a  great 
many  small  businesses  don't  have  accountants. 
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The  simpler  you  could  make  it,  the  better  it  would  be,  but  cer- 
tainly as  a  second  choice  a  permanent  ITC  either/or  with  a  jobs  tax 
credit  would  be  effective. 

Mr.  Brewster.  We  have  had  that  in  our  State  law  in  Oklahoma 
since  1985,  with  pretty  good  success. 

Mr.  Donohue,  I  think  all  of  us  tend  to  think  that  the  trucking 
industry,  fertilizer  and  others  are  the  losers  in  this  procedure  in 
that  you  use  a  disproportionate  amount  of  fuel  and  it  would  hit  you 
harder  than  others. 

The  2.5  cents  is  due  to  expire.  Are  you  in  favor  of  extending  that 
if  we  could  put  it  into  the  highway  trust  fund? 

Mr.  Donohue.  Yes,  sir.  If  we  could  move  it  to  the  Highway  Trust 
Fund  to  be  spent  on  the  full  allocation  and  implementation  of  the 
ISTEA  which  puts  it  in  the  national  highway  system  and  tends  to 
other  matters  very  significant  in  States  such  as  yours,  we  would 
encourage  and  would  support  that  move. 

I  would  like  to  comment,  if  I  might,  on  the  investment  tax  credit 
that  would  give  you  a  number  you  might  have. 

Before  a  small  business  would  pay  accountants  to  get  this  done, 
if  they  bought  a  $50,000  tractor  in  1993  and  1994,  they  would  get 
$770  back. 

I  don't  know  what  they  would  have  to  pay  their  accountant.  If 
they  bought  it  after  1994,  they  would  get  $550  back.  I  am  not  sure 
that  is  enough  on  a  $50,000  tractor  to  change  behavior  modifica- 
tion. 

Mr.  Brewster.  Assuming  that  we  have  to  raise  a  certain  number 
of  dollars  to  come  up  with  what  we  need  to  work  on  the  deficit  re- 
duction and  assuming  a  group  of  us  thought  you  were  paying  a  dis- 
proportionate share,  where  would  you  recommend  we  get  the  dol- 
lars? 

Mr.  Donohue.  In  the  energy  tax  by  leveling  the  playing  field,  we 
give  those  that  are  using  petroleum  and  particularly  the  trucking 
industry  and  others  a  better  break  than  they  now  have.  That 
doesn't  change  the  numbers  at  all. 

Second,  if  we  looked  at  this  investment  tax  credit  that  we  are 
now  saying  maybe  is  not  as  much  of  behavior  modification  as  we 
thought,  particularly  with  the  large  companies — leasing  companies 
can't  pass  it  on — and  if  we  were  to  eliminate  that  and  take  that 
$12  billion  and  put  that  on  top  of  the  leveling,  we  would  be  getting 
close  to  being  there  and  you  would  have  a  more  balanced  playing 
field. 

Mr.  Brewster.  Finally,  after  a  recent  opportunity  to  give  a  lot 
of  discussion  to  the  VAT  and  the  BTT,  it  appears  we  need  to  have 
a  long-term  look  toward  moving  toward  one  or  the  other  in  conjunc- 
tion with  maybe  a  lower  income  tax. 

Would  your  industry  support  that  procedure,  a  VAT  or  a  busi- 
ness transfer  tax? 

Mr.  Motley.  Mark  probably  answered  his  part  of  that  question 
five  times  already. 

Every  time  that  we  have  polled  it  to  the  membership,  it  has  come 
down  heavily  against  it,  even  when  we  polled  it  as  a  substitute  for 
a  current  tax.  The  closest  we  are  to  getting  any  support  is  to  sub- 
stitute it  for  FICA. 

Mr.  Brewster.  Is  it  strictly  a  VAT  or  a  business  transfer  tax? 
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Mr.  Motley.  We  polled  both  and  it  is  still  negative.  I  would 
imagine  that  there  are  several  reasons. 

One,  small  business  owners  tend  to  feel  that  they  would  be  the 
collectors  of  the  tax  and  it  would  place  more  burden  on  them.  Two, 
it  would  be  hidden.  Three,  they  don't  think  that  the  Federal  Gov- 
ernment needs  a  lot  more  money. 

Mr.  DONOHUE.  Small  business  people  have  a  great  nose  for 
things.  They  operate  a  lot  on  instincts  and  they  have  a  hunch  that 
while  a  VAT  would  be  a  better  balance  than  things  we  have  seen, 
it  certainly  would  be  incremental  to  what  they  are  now  paying. 
They  wouldn't  buy  much  of  an  argument  that  you  are  going  to  take 
other  taxes  away  because  they  haven't  seen  too  many  go. 

Mr.  Motley.  I  would  back  that  up.  I  just  don't  think  they  would 
believe  that  it  would  be  a  substitute  for  something.  I  could  make 
a  lot  of  arguments  why  some  sort  of  a  consumption  tax  would  be 
beneficial  to  smaller  businesses,  but  I  don't  think  they  are  buying 
that  argument  now  and  there  is  an  educational  job  needed  if  they 
are  ever  to  support  something  like  that. 

Mr.  Cardin.  Mrs.  Johnson. 

Mrs.  Johnson.  Thank  you. 

Mr.  Motley,  I  would  like  to  pursue  the  line  of  questioning  of  Mr. 
Brewster.  On  this  issue  of  a  job  credit  versus  an  ITC  versus 
expensing,  it  has  been  my  impression  that  particularly  small  busi- 
nesses, because  of  the  simplicity,  prefer  expensing.  It  also  is  more 
generous.  If  all  you  get  is  $700  for  a  tractor  and  you  can  expense 
$10,000  in  equipment,  raising  the  expensing  is  a  far  more  powerful 
reward  for  investing. 

Of  those  three,  would  it  be  best  to  have  an  either/or  for 
expensing  or  job  credit  for  expensing  or  ITC? 

Mr.  Motley.  If  I  had  to  choose,  I  would  pick  expensing  first  be- 
cause the  rule  of  thumb  is  the  simpler  the  better.  Any  time  you  get 
into  an  ITC  or  jobs  credit,  we  complicate  it  by  all  the  rules. 

The  other  job  credits  were  incremental  in  nature.  You  have  to 
have  a  base,  which  makes  it  difficult  for  smaller  business  people 
who  don't  hire  accountants  to  deal  with  it. 

My  first  choice  would  be  expensing.  My  second  choice  would 
probably  be,  because  most  small  businesses  tend  to  be  labor  inten- 
sive rather  than  capital  intensive,  would  be  a  jobs  credit.  All  retail- 
ers and  service  firms  and  some  wholesalers  tend  to  be  labor  inten- 
sive. 

The  third  choice  would  be  ITC. 

Mrs.  Johnson.  Your  comment  about  expensing  is  well  taken. 
You  see  the  same  thing  in  pensions  in  the  last  5  or  6  years.  The 
increase  in  complexity  has  been  so  enormous  that  it  is  hard  for 
small  business  to  benefit  from  many  of  the  things  we  do.  The  de- 
cline in  the  number  of  pension  plans  in  small  businesses  has  been 
in  direct  proportion  to  the  increased  complexity  of  our  pension 
laws. 

Do  any  of  you  want  to  comment  on  the  issue  of  expensing  with 
small  business,  whether  it  is  or  is  not  a  powerful  incentive,  and 
whether  it  would  make  a  difference? 

Mr.  Gladstone.  I  think  it  is  a  powerful  incentive.  I  go  back  to 
the  problem  that  exists  in  the  marketplace  today.  The  problem  is 
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we  have  a  credit  crunch;  that  is,  there  isn't  capital  for  small  busi- 
ness for  growth. 

An  ITC  and  jobs  credit  will  go  part  of  the  way,  but  we  need  a 
big  chunk  of  capital  going  into  small  business  in  order  to  grow 
small  business. 

Where  do  you  get  it — whether  it  comes  out  of  a  consumption  tax 
or  a  VAT  or  somewhere  along  the  way,  in  the  end  the  consumer 
is  paying  it. 

Remember  Congressman  Crane's  example?  When  the  can  of 
beans  gets  there,  whether  you  collect  it  when  you  pay  for  the  can 
of  beans  or  all  along  the  way,  the  consumer  in  the  end  paid  for  the 
tax  in  the  price  of  the  can  of  beans.  So  why  not  simplify  everj^hing 
and  have  a  consumption-based  tax  rather  than  continue  to  play 
around  with  all  these  intervening  ways  of  doing  it? 

Mrs.  Johnson.  I  appreciate  that.  I  don't  think  there  is  any 
chance  of  moving  in  that  direction  in  the  next  2  months,  however. 

I  thought  your  testimony  was  excellent  in  that  it  demonstrated 
that  we  could  do  something  about  making  credit  available  to  the 
small  business  community  now  if  we  step  back  from  some  of  the 
regulations  that  have  made  it  almost  impossible  for  bank  officers 
to  loan,  and  if  we  dealt  with  the  litigation  issue.  I  have  not  heard 
anyone  testify  before  this  committee  to  that  issue  and  that  is  very 
helpful.  It  demonstrates  once  again  that  Congress's  absolute  re- 
fusal to  deal  with  the  liability  issues  in  our  society,  product  liabil- 
ity and  malpractice  liability,  has  had  a  very  heavy  impact  on  our 
ability  to  grow  economically  and  to  create  the  jobs  that  we  need. 

We  could,  if  we  really  cared  about  it,  increase  within  a  month  or 
two  the  amount  of  money  available  to  small  businesses  by  changing 
the  regulations  and  some  of  the  underlying  law,  the  overkill  that 
we  passed  in  the  last  couple  of  years  in  the  banking  area,  and  cer- 
tainly by  dealing  with  the  litigation  issue.  That  was  a  really  impor- 
tant point  that  you  made. 

I  wanted  to  mention  one  thing  because  this  has  not  been  brought 
up  at  our  hearings  before  and  it  is  of  great  concern  to  me.  The 
Clinton  package  seeks  to  go  after  the  underground  economy  by  re- 
quiring you  to  complete  reports  to  the  IRS  in  regard  to  any  pay- 
ments that  you  have  made  to  anybody  over  $600. 

You  mentioned  that,  Mr.  Motley,  in  your  testimony,  but  I  think 
we  need  a  greater  understanding  of  whether  this  is  going  to  be  a 
burden  and  what  we  are  going  to  get  for  it  in  terms  of  revenue. 

Mr.  Motley.  I  can't  comment  on  what  we  will  get  from  it  in 
terms  of  revenue.  In  the  last  4  to  5  years,  the  category  of  unneces- 
sary Grovemment  regulation  has  moved  up  10  slots  in  our  survey 
of  the  most  important  small  business  problems  from  the  second  10 
up  to  the  top  10.  Most  of  that  is  based  upon  the  unnecessary  or 
the  duplicative  paperwork  that  is  required  by  the  Federal  Govern- 
ment whenever  a  new  law  or  regulation  is  passed. 

It  is  a  very  heavily  indirect  and  almost  invisible  tax  which  we 
place  day  in  and  day  out  on  small  business  owners  around  this 
country.  Many  of  them  have  to  hire  somebody  just  to  fill  in  the  pa- 
perwork. We  consider  this  particular  proposal  to  be  a  significant 
expansion  of  that  burden. 

Mr.  Bloomfield.  May  I  comment  on  your  question  about  which 
way  to  go:  expensing  or  the  investment  tax  credit? 
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My  first  point  would  be  a  comment  on  the  administration's  small 
business  investment  tax  credit  which  is  limited  to  businesses  that 
have  sales  of  $5  million  or  less.  Those  companies  account  for  only 
13  percent  of  investment  in  plant  and  equipment  in  the  United 
States.  Alternatively,  if  you  look  at  the  manufacturing  sector,  those 
companies  account  for  about  3  percent  of  investment  in  plant  and 
equipment. 

I  do  not  mean  to  be  critical  of  small  business  which,  as  was 
pointed  out,  is  a  vital  engine  of  job  creation  in  this  country.  But 
if  the  objective  of  the  plan  is  to  do  something  about  investment  in 
this  country,  the  administration's  investment  credit  proposal  does 
not  do  the  trick. 

Second,  look  back  to  John  F.  Kennedy's  investment  tax  credit 
proposal,  which  is  a  far  cry  from  what  you  have  in  this  package. 
The  John  F.  Kennedy  investment  tax  credit  was  good  because  it 
was  supposed  to  be  permanent,  nonincremental,  and  broad  based. 
Yes,  I  understand  the  old  John  F.  Kennedy  investment  tax  credit 
applied  to  barber  chairs  and  carousels,  and  that  is  a  problem,  but 
it  had  some  real  economic  punch  to  it. 

Third,  we  did  not  have  an  AMT  at  that  time.  Therefore,  I  would 
suggest  that  a  good  John  F.  Kennedy  investment  tax  credit  should 
be  credible  against  the  AMT  and  it  should  be  sizable. 

Why  do  I  say  that?  I  say  that  because  a  credit  is  much  more  ben- 
eficial to  a  taxpayer  than  a  deduction.  That  is  not  to  say  that 
expensing  doesn't  get  you  the  same  result. 

Remember,  I  said  that  the  Stanford  Professor  Shoven's  work 
pointed  out  that  over  a  period  of  time  several  provisions  had  about 
the  same  effect.  In  the  short  term,  however,  a  credit  is  much  better 
than  expensing. 

I  would  agree  with  you  that  you  have  a  bill  that  is  going  through 
now  and  you  have  to  worry  about  the  short  term,  which  is  how  you 
try  to  make  the  President's  proposal  more  procapital  formation. 

The  problem  is  a  long-term  problem  of  many  years  of  deficit  fi- 
nancing which  has  to  come  to  an  end.  How  do  you  finance  a  pro- 
capital  formation  tax  package?  You  cannot  finance  it  within  the 
budget  constraints  that  you  are  under. 

For  example,  the  John  F.  Kennedy  investment  tax  credit,  which 
I  think  did  a  lot  of  good,  costs  about  $30  billion  a  year.  I  agree  that 
you  have  to  focus  on  the  short  term,  but  you  are  constrained  be- 
cause our  current  income  tax  system  politically  and  economically 
cannot  sustain  the  demands  put  on  it.  That  is  why  I  advocate  en- 
acting a  U.S.  consumption  tax. 

Mr.  Cardin.  Mr.  McCrery  will  inquire. 

Mr.  McCrery.  Some  of  us  on  the  Republican  side,  believe  it  or 
not,  are  looking  for  kind  of  a  middle  ground  on  this  debate  on  the 
budget.  We  admit  that  it  would  be  desirable  to  have  increased  reve- 
nues to  reduce  the  deficit,  but  probably  only  about  half  the  extent 
to  which  the  President  has  proposed,  maybe  a  little  less  than  half 
in  terms  of  the  total  revenues  to  be  raised,  and  then  we  would  cut 
spending  more  to  achieve  more  deficit  reduction. 

I  want  to  ask  you  gentlemen,  if  we  were  to  drop  the  Btu  tax  out 
of  the  package,  drop  out  of  the  package  the  corporate  rate  increase, 
leave  in  the  package  a  personal  rate  increase  to  36  percent  pegged 
at  $200,000  of  taxable  income  plus  a  surtax  on  incomes  of  $250,000 
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and  above,  and  increase  expensing  from  $10,000  to  $25,000,  how 
would  that  affect  small  businesses? 

How  would  it  affect  capital  formation  for  small  businesses,  sub- 
chapter S  corporations  versus  subchapter  C  corporations?  I  know 
I  am  hitting  you  with  this  all  at  once,  but  can  you  give  me  some 
general  thoughts  on  how  that  revenue  package  would  affect  small 
businesses  and  capital  formation? 

Mr.  DONOHUE.  Sir,  I  think  if  you  quickly  added  up  the  things 
that  you  were  talking  about,  maybe  you  are  getting  up  at  $75  bil- 
lion to  $100  billion,  I  am  not  sure.  The  first  thing  I  would  say  to 
you  is  that  $100  billion  that  will  be  left  in  the  private  sector  for 
development,  for  investment,  for  expenditure,  for  consumption  oth- 
erwise will  go  into  the  Grovemment  sector. 

That  is  a  very  simple  transfer  of  funds  from  one  sector  that  tries 
to  put  them  to  productive  use  to  the  other  sector  who  wants  to  use 
them  to  eliminate  its  deficit.  I  think  that  you  can  come  to  a  series 
of  conclusions  of  how  we  would  benefit. 

There  will  be  more  money  to  lend,  invest  and  spend  and  I  think 
you  would  be  moving  in  a  very  positive  direction.  I  agree  this  is 
going  to  be  a  middle  ground  tjrpe  of  arrangement. 

I  think  you  have  here  four  people  that  recognize  that.  We  have 
done  this  before.  We  have  sensed  the  sentiment  in  this  committee 
and  in  the  Congress. 

We  hope  that  that  middle  ground  is  going  to  be  one  that  is  bal- 
anced, one  that  looks  at  who  has  to  pay  the  taxes,  and  how  do  we 
keep  the  vitality  of  these  small  companies  alive. 

Mrs.  Johnson  raised  a  question  about  these  reports  on  payments 
of  over  $600.  That  is  environmentally  unsound. 

Do  you  know  how  many  trees  we  are  going  to  have  to  kill  to 
make  the  paper  to  make  those  reports?  This  is  a  significant  inter- 
ruption of  progress.  I  think  that  you  are  on  the  right  track. 

I  don't  know  how  many  people  you  can  get  to  associate  yourself 
with  that  sort  of  type  of  common  sense  at  this  time,  but  I  wish  you 
well. 

Mr.  Gladstone.  Let  me  make  one  comment.  For  4  years  now,  we 
have  seen  the  number  of  small  businesses  decline.  Is  there  any 
wonder  that  job  creation  is  down?  If  you  have  the  engine  that  cre- 
ates jobs,  which  is  small  business,  creating  80  percent  of  the  jobs, 
and  each  year  the  decline  in  new  small  business  formation  goes 
down,  down,  down,  is  there  any  wonder  that  we  don't  have  job  cre- 
ation? 

If  you  want  job  creation  through  small  businesses,  you  have  to 
stimulate  them.  An  ITC  is  not  going  to  do  it.  A  jobs  creation  bill 
is  not  going  to  do  it.  They  need  capital.  Capital  comes  from  two 
sources:  one,  bank  loans  currently  in  disarray;  and  the  second  from 
wealthy  individuals,  not  the  super  rich  who  make  billions  of  dollars 
each  year,  but  the  men  and  women  that  make  $200,000  to  $1  mil- 
lion a  year.  Those  are  the  people  who  put  up  $20,000  to  $50,000 
to  start  a  business. 

If  you  are  taxing  those  people,  that  money  is  going  directly  out 
of  their  pockets  which  may  have  ended  up  in  small  businesses,  and 
small  business  creation  into  the  deficit  reduction.  I  think  it  is  a  dis- 
aster to  put  a  surtax  on  that  group  of  individuals,  not  because  I 
am  in  favor  of  them  so  much,  but  because  I  know  of  the  job  ere- 
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ation  and  the  wealth  formation  in  the  small  business  sector  that 
will  go  on  because  of  them. 

Mr.  Motley.  Two  points. 

First,  if  you  really  start  looking  at  small  business  creation  start- 
ups, I  think  you  have  to  start  looking  at  payroll  taxes.  There  is  a 
tremendous  impact  in  the  early  years  of  a  business  by  payroll  taxes 
because  they  don't  relate  to  profitability  of  the  firm.  You  can  put 
together  a  package  of  changes  that  would  encourage  business  start- 
ups in  this  country. 

Second,  any  time  you  start  moving  toward  spending  cuts  to  re- 
duce the  deficit  and  less  toward  tax  increases  that  perks  our  inter- 
est and  would  be  much  more  supportable. 

There  is  a  point  I  think  where  most  small  business  people  would 
say  yes,  we  have  to  contribute  to  this.  This  package  isn't  an3rwhere 
near  it  right  now,  but  moving  in  the  direction  you  are  suggesting 
would  certainly  get  a  longer,  harder  look. 

Mr.  McCrery.  a  specific  point.  Raising  the  personal  rate  for 
upper-income  taxpayers  to  36  percent  and  leaving  the  corporate 
rate  where  it  is — what  does  that  do,  if  an3rthing,  to  small  business? 

Mr.  Motley.  You  kick  your  taxable  income,  I  think,  up  to 
$200,000.  That  obviously  is  going  to  excuse  a  great  many  more 
small  businesses.  I  can't  give  you  exactly 

Mr.  McCrery.  You  don't  see  a  great  exodus  from  subchapter  S 
corporations  into  C  as  a  result  of  that  differential 

Mr.  Motley.  We  need  to  take  a  closer  look  at  that  and  get  back 
to  you.  We  did  have  an  exodus  from  C  corporations  to  subchapter 
S  after  1986.  I  don't  know  what  we  have  to  do  to  start  the  move- 
ment back  the  other  way. 

Mr.  Cardin  [presiding].  If  the  gentleman  would  yield  on  that 
point,  I  would  welcome  that  information.  We  have  had  a  couple  of 
business  people  in  our  district  who  have  told  us  that  they  are  very 
likely  to  return  to  a  C  corporation  with  the  differential. 

Mr.  Motley.  They  are  probably  getting  advice  from  my  account- 
ants, one  that  you  know  since  you  are  my  Congressman,  because 
he  has  been  saying  that  for  about  a  month.  That  is  what  he  is 
going  to  advise  everybody  to  do. 

Mr.  Cardin.  Mr.  Hancock. 

Mr.  Hancock.  Thank  you  very  much. 

I  suppose  it  isn't  too  good  an  idea  for  a  new  member  of  Ways  and 
Means  to  be  critical  of  the  committee,  but  it  is  kind  of  interesting 
to  me  that  we  had  practically  every  member  of  this  committee  here 
to  listen  to  Mr.  Reischauer  from  the  Congressional  Budget  Office, 
and  yet  we  are  talking  to  a  group  here  that  is  interested  in  creat- 
ing jobs  and  there  are  only  two  of  us  left.  Maybe  that  sends  a  sig- 
nal where  we  have  our  priorities;  I  don't  know. 

I  am  absolutely  convinced  that  the  way  to  reduce  the  deficit  is 
to  do  whatever  we  can  to  generate  economic  activity  in  the  private 
sector.  That  is  the  only  true  growth.  I  am  still  convinced  that  the 
so-called  trickle-down  economics  would  have  worked  if  Congress 
had  stayed  out  of  it.  But  when  we  saw  it  being  successful,  we 
couldn't  stand  it,  so  we  had  to  do  something  about  it. 

Confusion  exists  right  now  in  the  business  community  about 
what  Congress  is  going  to  do,  especially  in  the  small  business  com- 
munity, for  the  guy  thinking  about  starting  a  new  business  or  the 
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one  thinking  about  expansion.  In  your  judgment,  what  impact  is 
that  confusion  having  now?  If  we  could  get  this  thing  settled  so 
that  the  small  businessman  knew  the  ground  rules  and  knew  what 
to  deal  with,  what  do  you  think  would  happen  to  the  economy  right 
now? 

Mr.  Motley.  I  think  there  is  no  doubt  that  most  small  business 
people  are  sitting  on  their  hands.  They  are  flexible  enough  to  wait. 
That  is  one  of  the  strengths  that  they  have  in  the  competitive  mar- 
ketplace is  flexibility,  and  they  are  not  going  to  do  anything  until 
they  have  some  clear  indication  of  what  is  going  to  happen  here  in 
Washington. 

I  think  once  the  decisions  are  made,  our  economic  data  shows 
that  they  are  poised  to  take  advantage  of  a  recovering  economy. 

Mr.  Hancock.  I  am  a  small  businessman  and  I  r-aturally  associ- 
ate with  a  lot  of  small  business  people  and  I  associate  with  their 
employees  as  well.  The  story  I  am  getting  back  home  is  "Look, 
make  up  your  mind.  Tell  me  where  you  all  are  going.  Am  I  going 
to  get  investment  tax  credit?" 

I  had  a  gentleman  that  owns  a  McDonalds  call  the  other  day.  He 
said,  "I  am  ready  to  spend  $100,000  expanding  our  facility,  but," 
he  said,  "I  would  hate  to  go  ahead  and  do  it  now  and  then  have 
them  pass  the  investment  tax  credit."  So  he  put  it  on  hold. 

In  my  little  company,  my  son  is  ready  to  hire  two  people.  He 
needs  them  now,  but  he  doesn't  know  whether  we  are  going  to  be 
able  to  afford  to  do  it  because  of  the  potential  of  substantial  tax  in- 
creases on  the  owners  of  subchapter  S  corporations.  If,  in  fact,  we 
go  to  the  rate  that  we  are  talking  about,  that  is  two  jobs  that  won't 
be  created  this  year.  We  will  just  make  do. 

You  mentioned  this  credit  crunch,  the  capital  crunch.  You  are  ex- 
actly right,  Mr.  Gladstone,  that  the  money  that  starts  small  busi- 
nesses comes  from  people  that  have  been  moderately  successful  in 
a  business  and  they  have  their  income  up  and  they  are  willing, 
maybe,  to  help  somebody  get  started,  perhaps  some  employee  that 
wants  to  go  into  business  for  himself. 

I  have  known  an  awful  lot  of  that  to  occur.  In  fact,  I  can  think 
of  one  just  recently  where  this  guy  had  a  chain  of  franchises  and 
he  had  a  manager.  He  had  heard  about  another  franchise  location 
so  he  said  "I  will  help  you  get  started."  So  the  manager  left  and 
opened  up  another  franchise. 

This  is  what  makes  the  whole  system  work.  I  just  wonder  frankly 
how  many  people  here  in  Washington  understand  that.  I  have  been 
trying  to  preach  that  sermon  and  I  haven't  been  able,  I  don't  think, 
to  be  too  successful. 

Mr.  Gladstone.  In  the  investment  community,  they  are  known 
as  angels.  I  would  suggest  if  we  are  beginning  to  tax  the  angels 
and  take  their  money  away,  we  are  not  going  to  have  too  many 
more  small  businesses  because  that  is  where  the  bulk  of  the  capital 
comes  from. 

Mr.  Hancock.  When  I  have  been  involved  in  helping  get  a  small 
business  started,  the  issue  has  been,  can  you  get  10  people  to  put 
up  $10,000?  That  is  where  most  capital  comes  from  in  the  truly 
small  business.  That  is  why  I  am  extremely  concerned  about  what 
we  are  talking  about. 
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I  don't  think  it  is  going  to  create  jobs.  Government  can  only  cre- 
ate temporary  jobs,  and  somebody  has  to  pay  for  those. 

Mr.  Motley.  We  did  a  study  3  or  4  years  ago  called  "New  Busi- 
ness in  America,"  and  it  tracked  a  number  of  firms  for  the  first  3 
years  of  their  life  cycle. 

The  first  place  that  capital  for  starting  new  businesses  comes 
from  is  personal  savings  and  wealth.  The  second  place  is  from  rel- 
atives who  have  personal  savings  and  wealth,  and  the  third  place 
is  from  banks. 

So  in  order  to  encourage  that  type  of  investment,  to  get  your  rel- 
atives and  friends  together  to  start  a  small  business  is  extremely 
important  and  it  means  a  great  deal  because  a  lot  of  these  new  jobs 
come  from  the  birth  cycle  of  small  firms.  Most  small  businesses 
hire  their  full  complement  of  workers  within  their  first  18  months 
of  existence.  So  if  we  stop  the  small  business  creation  cycle,  then 
we  are  going  to  have  a  problem  in  the  job  creation  cycle  in  the 
United  States. 

Mr.  Cardin.  Let  me  thank  the  panel. 

As  Mr.  Hancock  knows,  we  had  a  significantly  larger  number  of 
people  here  during  part  of  your  panel's  presentation.  I  think  it  is 
important  to  note  that  one  of  the  first  groups  of  private  sector  peo- 
ple that  were  invited  to  testify  on  the  economic  package  included 
small  business  interests  because  of  the  importance  to  our  economy 
of  the  people  that  are  represented  by  the  panel  that  just  completed 
their  presentation. 

So  I  want  to  thank  each  of  you  for  your  presentations  today  and 
for  participating  in  our  hearings. 

The  next  panel  will  consist  of  Peterson  Zah  of  the  Navajo  Nation; 
David  Keating,  National  Taxpayers  Union;  James  Santini,  National 
Tour  Association;  and  the  National  Committee  to  Preserve  Social 
Security,  Martha  McSteen. 

Welcome  to  the  Ways  and  Means  Committee.  Your  full  state- 
ments, without  objection,  will  be  made  part  of  the  committee 
record. 

We  will  start  with  Peterson  Zah. 

STATEMENT  OF  PETERSON  ZAH,  PRESmENT,  NAVAJO  NATION 

Mr.  Zah.  Thank  you  for  giving  me  the  opportunity  to  represent 
the  Navajo  Nation  and  other  Indian  tribes  across  the  country  to 
suggest  to  the  committee  that  last  year  in  H.R.  11  there  was  a  pro- 
vision for  an  Indian  employment  credit  and  investment  tax  credit 
and  it  should  be  included  in  this  year's  legislation. 

We  have  a  situation  throughout  America  on  most  Indian  lands 
where  the  unemplo3nTient  rate  for  Indian  country  averages  56  per- 
cent. That  is  almost  unheard  of  anywhere  throughout  America, 
when  you  look  at  all  of  the  poverty-stricken  areas. 

One  of  the  things  that  we  as  Indian  people  need  is  to  have  an- 
other tool  that  we  can  work  with  so  that  we  can  convince  private 
business  people  to  come  and  relocate  to  the  Indian  nations,  to  the 
Indian  reservations. 

We  have  many  things  to  offer  those  companies,  but  we  believe 
that  if  we  can  have  employment  and  investment  tax  credits,  we 
would  be  in  a  better  position  to  compete  with  the  other  urban  areas 
in  trying  to  entice  those  businesses  to  come  to  our  reservation. 


434 

We  certainly  would  appreciate  the  inclusion  of  the  Indian  provi- 
sion that  was  passed  by  Congress  last  year.  H.R.  11  subsequently 
was  vetoed  by  the  President  at  the  time.  We  also  want  the  commit- 
tee to  know  that  the  Senate  Select  Committee  on  Indian  Affairs 
has  reintroduced  that  bill  with  very,  very  strong  bipartisan  support 
from  Members  of  the  Senate  who  have  large  Indian  populations  in 
their  home  State  areas. 

We  are  here  to  persuade  you  to  include  some  of  those  provisions 
so  that  we  can  take  care  of  the  most  economically  depressed  areas 
in  the  United  States — Indian  reservations. 

I  also  want  to  emphasize  that  for  many,  many  years  we  have 
been  wanting  to  have  Indian  tax  credits  be  established  by  Con- 
gress, but  instead  in  some  legislation  there  has  been  enterprise 
zones  that  were  proposed.  I  think  the  present  administration  may 
also  be  essentially  doing  the  same  thing. 

We  appreciate  this  as  Indian  people,  except  we  need  a  little  more 
than  that,  because  enterprise  zones  are  only  going  to  take  care  of 
a  certain  number  of  Indian  tribes.  If  you  go  to  a  business  and  try 
to  persuade  them  to  come  to  an  Indian  reservation,  Indian  land,  we 
don't  have  all  the  basic  infrastructure,  the  highways  and  the 
schools  and  the  availability  of  water  and  all  of  these  other  basic 
things  that  they  would  need,  so,  we  can't  very  well  compete  with 
those  other  areas.  That  is  why  enterprise  zones  will  not  work. 

By  having  those  Indian  country  tax  credits,  we  feel  that  that  can 
do  the  job  of  convincing  many  of  those  businesses  to  come  to  our 
lands  in  order  to  restore  Indian  employment  and  through  that  a  lot 
of  things  could  happen. 

As  you  know,  there  are  a  lot  of  problems  out  there  on  Indian  res- 
ervations and  employment  is  one  of  those  areas  where  if  we  can 
take  care  of  the  employment  needs  of  our  people,  it  does  a  lot  of 
things,  such  as  keeping  them  off  the  welfare  roll. 

We  have  an  alcoholism  problem.  We  have  high  suicide  rates  on 
Indian  reservations.  We  believe  that  if  we  can  do  these  kinds  of 
things  through  Gk)vernment  action,  we  can  persuade  some  of  those 
businesses  to  help  us  and  give  us  the  helping  hand  that  we  need. 
We  are  not  necessarily  asking  for  a  handout. 

Thank  you  very  much. 

Mr.  Cardin.  Thank  you. 

[Mr.  Zah's  prepared  statement  and  a  letter  from  Representative 
Richardson  follow:] 
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My  name  is  Peterson  Zah.  I  am  the  elected  President  of  the  Navajo  Nation,  the 
country's  largest  Indian  tribe.  Spanning  the  states  of  Arizona,  New  Mexico  and  Utah,  the 
Navajo  Nation  has  a  total  land  area  equivalent  in  size  to  the  State  of  West  Virginia,  and  en- 
compasses almost  one-third  of  all  American  Indian  lands  in  the  Lower-48  states. 

I  thank  you,  Mr.  Chairman,  and  Members  of  the  Committee,  for  this  opportunity  to 
testify  at  these  important  hearings.  I  speak  today  in  strong  support  of  the  "Indian  Employ- 
ment and  Investment"  tax  credits  that  the  102d  Congress  enacted  last  October  as  Sections 
1131  and  1132  of  H.R.  11,  the  "Revenue  Act  of  1992."  But  for  President  Bush's  veto  of  that 
legislation  on  the  day  following  the  general  election,  those  Indian  country  employment  and 
investment  tax  credits  could,  as  we  speak,  be  helping  tribal  leaders  in  32  states  address  what 
I  described  last  year  as  "the  deplorable  conditions  existing  in  Indian  country  --  conditions 
which  truly  are  a  national  disgrace." 

The  Indian  country  tax  credits  which  Congress  passed  in  H.R.  1 1  have  now  been  re-in- 
troduced in  the  House  and  the  Senate  as  H.R.  1325  and  S.  211,  respectively.  Accordingly, 
the  purposes  of  my  testimony  today  are  threefold.  First,  to  make  you  aware  of  Indian  coun- 
try conditions  that  cry  out  for  the  type  of  innovative,  private  sector-oriented  economic  devel- 
opment tools  that  these  tax  credits  represent.  Second,  to  explain  why  these  Indian  country 
tax  credits  are  far  superior  to  enterprise  zones  --  one  of  the  Administration's  proposals  for 
this  year  -  because  they  can  potentially  benefit  aU  of  Indian  country  rather  than  the  very  few 
reservations  that  might  be  selected  for  zones.  Finally,  I  will  attempt  today,  with  all  the  per- 
suasive powers  at  my  disposal,  to  convince  you  of  the  urgent  need  for,  and  the  singular  im- 
portance of,  adoption  of  these  Indian  country  tax  credits  in  your  1993  tax  legislation. 

CONDITIONS  IN  INDIAN  COUNTRY 

Indian  Unemployment  and  Poverty  -  56%.  For  American  Indians,  56%  is  a  tragic  number, 
because  it  constitutes  the  average  Indian  unemployment  rate  on  reservations  throughout  the 
United  States.  As  Chairman  Daniel  K.  Inouye  of  the  Senate  Select  Committee  on  Indian 
Affairs  reported  during  that  Committee's  1989  hearings  on  Indian  economic  development: 

The  unemployment  rate  on  the  majority  of  Indian  reservations  is  simply  in- 
comprehensible to  the  average  American.  During  the  height  of  the  so-called 
Great  Depression  in  the  1930's,  unemployment  averaged  25  to  30%.  In  1989 
the  average  rate  in  Indian  country  is  52%! 

In  1993,  that  rate  is  56%. 
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The  conditions  of  poverty  that  persist  throughout  Indian  country  are  unspeakable. 
Despite  our  reputation  as  one  of  the  tribes  which  is  "better  off,"  56%  --  coincidentally  ~  of 
Navajo  people  live  below  the  poverty  level.  It  is  not  unusual  for  households  at  reservations 
across  the  country  to  lack  telephone  service,  or  electricity,  or  running  water,  or  all  of  the 
above.  The  result  is  that  here,  within  the  borders  of  the  United  States  of  America,  most  res- 
ervations have  living  conditions  which  are  far  worse  than  exist  in  many  of  the  Third  World 
countries  to  which  the  federal  government  provides  substantial  foreign  aid. 

Stated  simply,  there  is  no  single  group  of  U.S.  citizens  that  --  uniformly  --  is  more  eco- 
nomically-deprived than  American  Indians  living  on  reservations;  there  is  no  classifiable  set 
of  locations  that  -  uniformly  --  is  more  deficient  in  infrastructure  and  job  opportunities  than 
Indian  reservations. 

Disincentives  to  Private  Sector  Investment  in  Indian  Country  --  If  the  Members  of  the  Com- 
mittee could  travel  reservation-by-reservation  ~  across  32  states  ~  you  would  well  understand 
the  economic  deprivation  that  tribal  leaders  and  Indian  people  confront  each  and  every  day. 
We  work  very  hard  to  attract  new  private  sector  jobs  and  investment  to  our  reservations. 
The  Navajo  Nation,  for  example,  offers  the  advantages  of  a  large  workforce,  rich  natural  re- 
sources, an  ideal  location,  and  a  well-trained,  sophisticated  three-branch  government.  How- 
ever, tribal  leaders'  efforts  are  continuously  undercut  by  a  variety  of  obstacles  --  endemic  to 
investing  on  reservations  ~  that  have  prevented  Indian  country  economies  from  securing 
their  fair  share  of  the  business  and  jobs  in  this  country. 

First  and  foremost  are  massive  infrastructure  deficiencies.  For  example,  the  Navajo 
reservation  has  2,000  miles  of  paved  roads,  while  West  Virginia  is  the  same  size  and  has 
18,000  miles.  Many  of  the  dirt  roads  on  which  our  people  heavily  depend  are  simply  impas- 
sible when  the  weather  is  bad.  As  noted  above,  even  something  so  basic  as  telephone 
service  is  lacking  in  Indian  country;  over  half  of  all  reservation  Indian  households  lack  basic 
telephone  service. 

Another  significant  disincentive  to  economic  development  --  which  I  hope  the  Com- 
mittee will  address  in  the  future  --  is  the  growing  problem  of  "double  taxation,"  wherein 
states  increasingly  are  assessing  taxes  on  non-Indian  business  activities  permitted  by,  and  oc- 
curring wholly  on,  Indian  lands.  As  I  explained  in  July  of  1991  to  this  Committee's  Subcom- 
mittee on  Select  Revenue  Measures: 

This  double  taxation  interferes  with  our  ability  to  encourage  economic  activity 
and  to  develop  effective  revenue  generating  tax  programs. 


We  find  it  especially  hard  to  attract  business  to  the  reservation  unless  we 
make  concessions  that  nearly  defeat  the  purpose  of  wanting  to  attract  business 
to  the  reservation  in  the  first  place. 


These  infrastructure  deficiencies,  double  taxation  and  related  problems  lead  to  the 
same  result  nationwide  --  Indians  do  not  compete  on  a  level  playing  field  with  even  the  most 
economically  distressed  non-Indian  areas.  As  a  result,  Indian  country  is  typically  left  behind, 
or  left  out  altogether,  from  economic  development  opportunities.  To  help  level  that  playing 
field,  and  to  provide  tribal  governments  and  Indian  country  business  planners  with  additional 
tools  to  compete,  the  Navajo  Nation  believes  that  new  approaches  ~  tied  to  the  tax  code, 
and  geared  to  the  private  sector  ~  must  be  tried. 


INDIAN  EMPLOYMENT  AND  INVESTMENT  TAX  CREDITS 

I  will  not  review  in  detail  the  specifics  of  the  "Indian  Employment  and  Investment" 
tax  credits.  They  were  adopted  by  the  Congress  less  than  six  months  ago.  The  legislative 
language  is  set  forth  at  pages  45  -  53  of  the  "Conference  Report  to  Accompany  H.R.  1 1" 
(H.R.  Report  No.  102  -  1034,  issued  October  5,  1992);  the  Conference  Committee's  detailed 
explanation  of  those  Indian  country  tax  credits  can  be  found  at  pages  715  -  718  and  721  - 
725  of  the  Report. 
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In  summary,  the  Employment  Credit  provides  for  a  10%  credit  to  the  employer  based 
on  the  qualified  wages  and  qualified  health  insurance  costs  paid  to  an  Indian.  As  an  added 
incentive,  a  significantly  higher  employment  credit  of  30%  is  offered  to  reservation  em- 
ployers having  an  Indian  workforce  of  at  least  85%.  The  credit,  which  is  limited  to  "new 
hires"  and  to  those  employees  who  do  not  receive  wages  in  excess  of  $30,000,  focuses  on  job 
creation  and  would  be  allowed  only  for  the  first  seven  years  of  an  Indian's  employment. 

The  Investment  Tax  Credit  is  geared  specifically  to  reservations  where  Indian  unem- 
ployment levels  exceed  the  national  average  by  at  least  300%.  The  legislation  provided  10% 
for  personal  property,  15%  for  new  construction  property  and  15%  for  infrastructure  invest- 
ment on  or  near  reservations.  (If  a  nationwide  investment  tax  credit  and/or  employment 
credit  were  to  be  adopted  in  1993,  the  Indian  reservation  tax  credit  percentages  would  likely 
need  to  be  adjusted  upward  to  maintain  the  so-called  "Indian  differential,"  which  is  absolute- 
ly essential  in  order  to  help  mitigate  the  unique  problems  ~  particularly  the  lack  of  infra- 
structure ~  that  act  as  disincentives  to  Indian  country  investment.)  One-half  of  the  specified 
credit  percentages  would  be  available  for  qualifying  investments  on  reservations  where  un- 
employment exceeds  150%  but  does  not  exceed  300%  of  the  national  average. 

In  response  to  concerns  raised  by  several  Members  during  Senate  consideration  of 
these  measures  in  1992,  "anti-gaming"  restrictions  were  incorporated  in  H.R.  11.  These  pre- 
vent both  the  investment  and  employment  credits  from  being  used  with  respect  to  the  devel- 
opment and/or  operation  of  gaming  establishments  on  Indian  reservations. 

Most  importantly,  these  incentives  would  potentially  benefit  aU  of  Indian  country. 
This  is  the  critical  difference  between  these  Indian  country  tax  credits  and  alternative  ap- 
proaches that  would  provide  only  for  a  limited  number  of  Indian  enterprise  zones. 

Now,  I  am  not  opposed  to  the  concept  of  enterprise  zones;  in  fact,  I  testified  in  favor 
of  such  zones  several  years  ago.  However,  that  approach  is  woefully  inadequate  for  Indian 
country.  A  limited  Indian  enterprise  zone  proposal  could  possibly  help  a  very  few  tribes, 
but  would  dash  the  hopes  of  the  many  other  reservations  around  the  country  which  were  not 
selected  as  zones,  and  whose  people  would  not  benefit  at  all.  Thus,  for  all  of  those  reserva- 
tions not  selected,  an  Indian  enterprise  zone  approach  would  leave  unabated  the  pervasive 
poverty  and  high  unemployment  that  have  perpetually  defined  life  on  those  reservations. 

Moreover,  even  those  reservations  that  might  be  selected  as  zones  under  a  limited 
Indian  enterprise  zone  approach  would  be  unlikely  to  benefit.  As  previously  noted,  due  to 
the  lack  of  infrastructure,  "double  taxation"  by  the  states  and  related  problems,  Indian  reser- 
vations simply  cannot  compete  with  even  the  most  economically-distressed  inner  cities  and 
other  non-Indian  communities.  In  other  words,  given  the  choice,  new  business  would  in  al- 
most all  instances  opt  to  locate  in  non-Indian  areas  to  avoid  the  unique  difficulties  that  are 
inherent  in  locating  on  reservations.  Accordingly.  Indian  enterprise  zones  offering  the  iden- 
tical incentives  as  non-Indian  rural  zones  would  remain  unable  to  compete  on  anything  close 
to  a  level  playing  field. 

It  is  this  set  of  unique  Indian  country  circumstances  --  highlighted  by  the  uncon- 
scionable 56%  average  Indian  unemployment  rate  -  that  can  and  do  justify  a  separate  pro- 
gram for  American  Indians,  such  as  that  included  in  H.R.  11  {ie^  adopting  the  Indian 
country  tax  credits  in  lieu  of  then-pending  proposals  to  establish  a  limited  number  of  Indian 
enterprise  zones).  Adopting  a  separate,  reservation-based  program  for  American  Indians 
is  consistent  with  the  distinctive  legal  and  political  status  of  Indian  tribes  and  their  govem- 
ment-to-govemment  relationship  with  the  Federal  government,  and  has  been  upheld  by  the 
Supreme  Court  (Morton  v.  Mancari.  417  U.S.  535  (1974)). 

INDIAN  COUNTRY  TAX  CREDITS  ARE  URGENTLY  NEEDED 

For  almost  a  decade.  Chairman  Daniel  Inouye,  Co-Chairman  John  McCain  and  other 
Members  of  the  Senate's  Select  Committee  on  Indian  Affairs  had  sought  to  amend  the  tax 
code  to  provide  incentives  for  new  private  sector  investment  in  Indian  country.  However, 
little  progress  was  made  during  that  period.  As  Chairman  Inouye  noted  last  year,  in  com- 
ments applauding  Congressional  adoption  of  these  tax  credits  in  H.R.  1 1,  "it  has  been  a  diffi- 
cult, and  I  must  admit,  an  often  lonely  battle  to  compete  with  numerous  other  interests  seek- 
ing changes  to  the  tax  code  before  the  Finance  Committee"  and,  I  might  add,  the  Ways  and 
Means  Committee. 


438 


In  1992, 1  designated  federal  tax  incentives  as  one  of  my  Administration's  highest  leg- 
islative priorities.  Drawing  from  bills  previously  introduced  by  Chairman  Inouye,  Co-Chair- 
man McCain  and  other  Senate  Select  Committee  Members,  the  Navajo  Nation  developed 
the  initial  legislative  language  for  these  employment  and  investment  tax  credit  proposals. 
Thereafter,  under  the  bipartisan  leadership  of  Chairman  Inouye,  Co-Chairman  McCain  and 
Senator  Domenici  of  the  Select  Committee,  with  the  interest  and  attention  of  Senators 
Baucus  and  Boren  of  the  Finance  Committee,  and  ultimately  with  the  support  of  then-Chair- 
man Bentsen  and  Ranking  Member  Packwood  of  the  Finance  Committee,  the  Senate 
adopted  the  Indian  country  tax  credits  in  lieu  of  the  then-pending  Finance  Committee  bill 
that  would  have  created  enterprise  zones  on  just  ten  reservations. 

In  so  doing,  the  Senate  wisely  opted  for  a  legislative  response  that  fit  the  problem, 
recognizing  that  the  nationwide  Indian  unemployment  problem  warranted  a  nationwide  pro- 
gram to  address  it.  Subsequently,  the  Senate-passed  provisions  were  accepted  by  the  House 
in  Conference,  and  enacted  in  the  vetoed  H.R.  11. 

Indian  Country  Tax  Credits  Are  Consistent  With  Clinton  Administration  Goals  ~  Having 
come  so  far  in  1992,  Indian  country  felt  reasonably  confident  that  the  new  Administration 
would  take  the  lead  in  promoting  these  measures  to  help  address  the  staggering  Indian  un- 
employment levels  and  the  massive  reservation  infrastructure  deficiencies  that  exist  --  uni- 
formly ~  in  Indian  country.  When  I  participated  in  President  Clinton's  pre-Inauguration 
"Economic  Summit"  in  Little  Rock,  I  reviewed  the  urgent  need  for  Indian  economic  develop- 
ment; explained  that  new  investment  and  jobs  in  Indian  country  would  also  spill  over  to  pro- 
vide economic  benefits  to  adjoining  non-Indian  communities;  and  stressed  that  American  In- 
dians are  not  looking  for  hand-outs,  but  only  a  helping  hand.  Frankly,  the  Administration's 
failure  to  date  to  include  these  Indian  country  tax  credits  in  its  proposals  ~  and  to  focus,  in- 
stead, on  a  limited  number  of  Indian  enterprise  zones  (reportedly  five)  -  has  been  a  disap- 
pointment. 

In  "putting  people  first,"  the  federal  government  could  well  benefit  from  giving  priori- 
ty attention  in  tiii§  year's  tax  bill  to  those  citizens  whom  our  nation  historically  has  neglected 
until  last  -  American  Indians.  These  Indian  country  tax  credits  offer  hope  throughout  all 
of  Indian  country  that  new  private  sector  investment,  jobs,  and  infrastructure  development 
may  at  last  become  a  reahty  in  some  of  the  most  destitute  areas  of  the  United  States.  As 
a  result,  the  Indian  reservation  investment  and  employment  tax  credits  enjoy  the  support  of 
Indian  tribes  across  the  nation  and,  in  fact,  can  help  to  attract  economic  development  to  res- 
ervations in: 


Alabama 

Maine 

North  Dakota 

Alaska 

Massachusetts 

Oklahoma 

Arizona 

Michigan 

Oregon 

California 

Minnesota 

Rhode  Island 

Colorado 

Mississippi 

South  Dakota 

Connecticut 

Montana 

Texas 

Florida 

Nebraska 

Utah 

Idaho 

Nevada 

Washington 

Iowa 

New  Mexico 

Wisconsin 

Kansas 

New  York 

Wyoming 

Louisiana 

North  CaroSina 

Mr.  Chairman,  these  Indian  country  tax  credits  respond  to  a  demonstrated  need  re- 
quiring urgent  action.  They  offer  an  easy-to-understand,  simple-to-administer,  private  sector- 
oriented  approach  to  Indian  economic  development  without  creating  a  new  layer  of  govern- 
mental bureaucracy.  They  only  cost  the  federal  government  if  they  work;  even  then,  esti- 
mated costs  are  comparatively  modest  ($181  million  over  a  five-year  period  according  to 
Joint  Tax  Committee  estimates  last  year). 

Significantly,  the  Indian  employment  and  investment  tax  credits  have  a  proven  leg- 
islative track  record  and  continuing  bipartisan  support  in  the  Congress. 
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CONCLUSION 

American  Indians  cannot  continue  -  for  yet  another  generation  --  to  compel  our 
young  people  to  leave  their  homes  and  their  families  because  meaningful  employment  op- 
portunities are  lacking  in  Indian  country.  Today,  these  "Indian  Employment  and  Iitvestmcnt" 
tax  credits  remain  as  urgently  needed  as  ever  before. 

In  January,  Chairman  Inouye  and  Co-Chairman  McCain  re-introduced,  as  S.  211,  the 
identical  Indian  country  tax  credits  that  Congress  adopted  in  H.R.  1 1.  Just  last  week,  Chair- 
man Bill  Richardson  of  the  Subcommittee  on  Native  American  Affairs  of  the  Natural  Re- 
sources Committee  introduced,  as  H.R.  1325,  a  companion  bill  in  the  House.  On  March  10, 
twelve  Members  of  the  Senate  -  from  both  parties  --  wrote  to  Secretary  Bentsen  to  urge 
that  the  Administration  include  these  provisions  in  its  final  tax  package  to  be  submitted  to 
the  Congress. 

Mr.  Chairman  and  Members  of  the  Committee,  the  stage  is  set.  This  Committee  can, 
in  1993,  exercise  the  leadership  to  help  Indian  country  achieve  this  long-sought  legislative 
goal  that,  after  years  of  frustration,  we  came  so  close  to  realizing  in  1992. 

In  closing,  I  would  simply  like  to  quote  from  the  written  statement  that  I  submitted 
to  the  Committee  a  little  over  a  year  ago  in  support  of  these  incentives: 

Helping  American  Indians  to  help  themselves  is  neither  a  Democratic  issue 
nor  a  Republican  issue;  it's  not  a  conservative  policy  or  a  liberal  policy;  it's  not 
even  a  "special  interest"  issue.  Rather,  it  is  a  "human"  issue  that  must,  and  de- 
serves to  be,  addressed  from  a  national  perspective  on  a  bipartisan  basis,  and 
with  a  real  sense  of  urgency  warranted  by  the  deplorable  conditions  existing 
in  Indian  country  --  conditions  which  truly  are  a  national  disgrace. 


I  sincerely  appreciate  this  opportunity  to  testify,  and  I  respectfully  urge  that  the  Com- 
mittee include  in  the  tax  legislation  that  it  will  report  in  1993  the  modest  -  but  extremely 
important  -  Indian  country  tax  credits  that  the  Congress  in  fact  adopted  just  six  months  ago. 


March  16,  1993 


[ATTACHMENTS  TO  THIS  STATEMENT  ARE  BEING  RETAINED  IN  THE  COMMITTEE  FILES.] 


68-793  0-93-15 
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MEMORANDUM 


TO:  Staff  of  the  Committee  on  Ways  and  Means 

FROM:  Representative  Bill  Richardson 

Chairman,  Subcommittee  on  Native  American  Affairs 

DATE:  April  28,  1993 

SUBJECT:     April  27,  1993  Letter  to  Chairman  Rostenkowski 


I  am  sending  this  letter  in  support  of  H.R.  1325  and  in  support  of  testimony  from  the 
Navajo  Nation  to  your  Committee  on  April  1,  1993.  I  respectfully  request  that  it  be  included 
in  the  hearing  record  with  the  Navajo  statement.  I  am  sending  the  origineil  to  the 
Chairman's  personal  ofQce. 

Attachment 


UNXIHO  nnMUCAM  UUMU 
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ESHr£r:.r'^  ®.*-  l^ouit  of  »tpreiJcntatibe«  -^---a"*. 

AUSTIN  J    MUiVKT    riMNSVlVANIA  ^ 

s:^r.'x:^':.««'.o,""""  Commmtf  on 

siri'^ELTHEr^l,  Natural  9itionnti 

EiHr.X7£r"'  Bla«f)inBton,  fiC  20515-6201 

April  27,  1993 


Honorable  Dan  Rostenkowsld 

Chiurnian 

Committee  on  Ways  and  Means 

1102  Longworth  HOB 

Washington,  D.C.  20515-6348 

Dear  Chainnan  Rostenkowski: 

I  am  writing  on  a  single  issue  that  is  of  urgent  imjxjrtance  and  that  falls  squarely 
within  your  Committee's  jurisdiction  -  the  Indian  Employment  and  Investment  Tax  Credits 
which  Congress  psissed  just  a  few  months  ago  as  Sections  1131  and  1132  of  the  vetoed 
"Revenue  Act  of  1992"  (H.R.  11).  I  have  re-introduced  those  identical  provisions  in  H.R. 
1325,  the  "Indian  Employment  and  Investment  Act  of  1993".  I  urge  your  Committee  to 
exercise  the  leadership  that  will  put  this  Committee  and  the  House  in  the  forefront  on  this 
issue  and  that  will  lead  to  re-adoption  of  the  very  provisions  that  we  p>assed  last  October. 

There  can  be  little  doubt  about  the  urgency  of  enacting  these  employment  credits  and 
investment  tax  credits  to  help  Indian  tribes  in  their  efforts  to  build  infrastructure,  provide 
jobs,  and  offer  hope  to  their  people.  The  entire  country  has  been  suffering  during  these 
hard  economic  times,  and  the  new  Congress  and  the  new  Administration  are  working 
together  in  a  new  spirit  of  cooperation  to  pull  this  country  back  to  the  prosperity  that  all 
Americans  deserve.  However,  unspeakable  livir.g  conditions  in  Indian  country  set  Indian 
reservations  apart  from  the  hardest-hit  inner  cities  and  rural  areas  -  and  demand  special 
attention  and  the  meaningful,  new  private  sector-oriented  incentives  that  the  Indian  country 
tax  credits  will  provide. 

Nowhere  in  the  United  States  can  you  find  adverse  economic  conditions  that  rival 
those  found  consistently  throughout  Indian  country.  Unemplqjrment  on  Indian  reservations 
nationwide  averages  56%.  Poverty  rates  are  alarming,  and  debilitating  to  Indian  children  and 
Indian  families.  Infrastructure  that  most  Americans  take  for  granted  is  ofren  non-existent 
on  Indian  reservations.  In  the  Navajo  Nation,  for  example,  there  are  2,000  miles  of  p>aved 
roads;  West  Virginia,  which  is  the  same  size,  has  over  18,500  miles.  Running  water, 
electricity  and  other  necessities  of  life  are  ofren  unavailable  on  Indian  lands. 
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According  to  the  1990  Census,  of  the  1.8  million  American  Indians,  Eskimos  and 
Aleuts  in  the  United  States,  one-third  live  below  the  poverty  level.  According  to  a  1992 
report  by  the  University  of  Minnesota,  the  teen  suicide  rate  among  American  Indians  is  four 
times  that  of  other  ethnic  groups.  Recently,  the  Indian  Health  Service  reported  that 
tuberculosis  rates  among  Indian  people  exceeded  all  other  ethnic  groups  by  400%.  The  BLA 
estimates  that  93,000  Indian  people  live  in  substandard  housing  or  are  homeless. 

It  would  be  easy  to  simply  assume  that  Indian  country  might  benefit  from  the 
nationwide  tax  incentives  the  Administration  will  propose,  and  to  leave  it  at  that  ~  but  we 
would  be  wrong.  Neither  the  same  business  investment  tax  credit  nor  an  extended/expanded 
targeted  jobs  tax  credit  would  provide  sufficient  added  incentives  to  overcome  the 
infrastructure  deficiencies  that  pose  a  substantial  barrier  to  investment  in  Indian  country. 
Moreover,  neither  of  those  incentives  will  help  to  attract  -  as  would  the  Indian  country  tax 
credits  -  larger,  labor-intensive  industrial  investment  that  is  most  likely  to  entail  new 
facilities  to  existing  large  business  enterprises.  Finally,  neither  of  those  incentives,  if 
available  elsewhere  in  the  United  States,  will  provide  the  added  inducement  necessary  to 
help  level  the  playing  field  so  that  Indian  country  can  begin  to  compete  against  other  areas. 

Moreover,  it  is  unrealistic  to  believe  that  enterprise  zones  at  Indian  reservations  will 
be  able  to  compete  against  non-Indian  zones  offering  the  same  tax  incentives  and  benefits. 
Again,  the  higher  infi-astructure  costs  would  in  virtually  all  instances  cause  potential  investors 
and  employers  to  choose  the  zones  at  non-Indian  areas  which  already  have  the  roads, 
telephones,  etc.  that  are  lacking  in  Indian  country.  Thus,  enterprise  zones  ~  even  for  the 
few  reservations  that  are  selected  ~  will  do  nothing  to  level  the  playing  field  that  currently 
prevents  Indian  country  from  competing  effectively  against  even  the  most  distressed  non- 
Indian  areas. 

In  H.R.  11,  Congress  recognized  that  the  unique  circumstances  of  Indian  country 
required  unique  treatment.  Under  your  leadership,  Mr.  Chairman,  the  conference  accepted 
those  Indian  provisions  and  the  Congress  subsequently  adopted  them.  Having  sought  tax 
incentives  of  this  type  for  some  ten  years,  Indian  country  thought  that  private  sector 
economies  on  reservations  would  finally  become  a  reality,  but  the  celebration  was  short-lived, 
as  President  Bush  vetoed  the  legislation  on  the  day  following  the  election. 

In  the  103rd  Congress  we  should  finish  the  job,  and  we  should  do  it  in  the  1993  tax 
bill.  Now,  some  may  question  the  advisability  of  establishing  a  separate  tax  incentives 
program  for  Indian  country,  but  they  would  be  wrong.  Our  laws  allow  for  it;  reasoned 
legislation  requires  it;  and  sound  public  policy  and  our  moral  responsibilities  demand  it. 

First,  Indian  tribes  have  a  unique  legal  and  political  status  in  our  country,  and  their 
relationship  with  the  Federal  govenunent  is  on  a  govemment-to-govemment  basis.   This 
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status  is  well-recognized  in  treaties,  trust  obligations,  statutes  and  case  law.  Adopting  a 
separate,  reservation-based  program  is  consistent  with  this  unique  status,  and  has  been 
upheld  by  the  Supreme  Court. 

Second,  as  previously  noted,  reasoned  legislating  ~  and  common  sense-  requires  that 
we  legislate  a  response  that  fits  the  problem.  A  limited  Indian  country  enterprise  zone 
proposal  does  not  go  far  enough.  Participation  in  a  nationwide  incentive  (e.g..  a  small 
business  investment  tax  credit)  offering  the  same  level  of  benefits  within  Indian  country  as 
in  non-Indian  areas  does  not  offer  the  needed  "Indian  differential"  to  help  overcome 
infrastructure  deficiencies  and  related  Indian  country  economic  development  barriers  not 
shared  by  other  areas. 

Third,  the  staggering  unemployment  and  poverty  rates  on  Indian  reservations  demand 
that  we  take  innovative  new  approaches  to  address  them. 

The  adoption  of  the  Indian  Employment  and  Investment  Tax  Credits  should  be 
among  the  "easier"  decisions  to  be  made  in  the  1993  tax  legislation.  The  need  is 
demonstrated,  and  unquestioned.  The  tax  credits  are  relatively  modest  in  cost,  with  last 
year's  Joint  Committee  on  Taxation  providing  a  revenue  estimate  of  $181  million  over  a  five- 
year  period.  The  credits  do  not  funnel  funds  into  creating  -  and  perpetuating  ~  a  new 
governmental  bureaucracy,  but  instead  are  available  directly  to  the  private  sector.  They 
focus  on  creating  new  jobs  where  they  are  most  needed.  (For  example,  the  full  reservation 
investment  tax  credit  is  available  only  at  reservations  exceeding  the  national  average 
unemployment  rate  by  at  least  300%.)  They  promote  infrastructure  investment  where  it  is 
sorely  needed.  The  tax  credits  are  understandable  to  investors  and  employers,  and  easy  to 
administer.  They  offer  potential  benefits  for  all  of  Indian  country,  rather  than  to  a  very  few 
reservations.  They  are  supported  by  the  Navajo  Nation,  the  National  Congress  of  American 
Indians  and  its  members  throughout  the  United  States,  and  many  other  Indian  tribes. 

And,  we  have  already  passed  these  provisions,  which  have  continuing  bipartisan 
support.  Let  us  pick  up  where  we  left  off  last  fall.  I  ask  the  Committee  ~  and  the  House  - 
-  to  provide  the  leadership  that  will  at  last  incorporate  these  urgently-needed  tax  incentives 
into  our  nation's  tax  code  and  tax  policies. 

Thank  you  for  your  kind  consideration  of  this  important  matter. 

Sincerely, 


BILL  RICHARDSON 

Chairman 

Subcommittee  on  Native  American  Affairs 
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Mr.  Cardin.  Mr.  Keating. 

STATEMENT  OF  DAVID  KEATING,  EXECUTIVE  VICE 
PRESIDENT,  NATIONAL  TAXPAYERS  UNION 

Mr.  Keating.  Mr.  Chairman  and  members  of  the  committee, 
thank  you  for  the  opportunity  to  express  our  views  on  the  tax  pro- 
posals and  the  administration's  package. 

I  appear  on  behalf  of  the  200,000  members  of  the  National  Tax- 
payers Union.  We  are  greatly  disappointed  that  the  President's  tax 
package  breaks  a  key  campaign  promise  to  middle-class  taxpayers. 
We  believe  the  package  would  destroy  hundreds  of  thousands  of 
jobs  and  it  would  reverse  some  of  the  most  positive  aspects  of  the 
1986  Tax  Reform  Act  while  introducing  new  and  unnecessary  com- 
plexity into  the  Tax  Code. 

Our  greatest  disappointment,  however,  is  that  the  President's 
budget  has  failed  to  tackle  the  structural  deficit  caused  by  out  of 
control  spending. 

The  tax  hikes  in  this  package  will  fall  far  short  of  reducing  the 
long-term  deficit,  and  unless  spending  is  controlled,  massive  tax 
hikes  on  middle-class  taxpayers  are  just  around  the  comer.  There 
simply  are  not  enough  rich  people  around  to  pay  for  all  the  govern- 
ment the  current  laws  promise.  That  is  why  spending  must  be 
tackled  now. 

For  the  first  time  in  this  century,  the  top  tax  rate  in  America, 
if  this  package  is  adopted,  will  be  higher  than  in  England.  Remem- 
ber, the  English  economy  through  much  of  this  century  stagnated 
while  America  prospered  largely  because  ruinous  tax  rates  drove 
entrepreneurship  and  business  in  Britain  into  the  ground. 

The  same  policy  that  helped  ruin  England  as  an  economic  power 
is  now  being  proposed  for  this  country,  including  the  idea  of  a  class 
war  to  turn  tax  spenders  against  taxpayers. 

It  is  ironic  that  just  7  years  ago,  this  country  led  an  international 
revolution  toward  lower  tax  rates  on  work  efforts.  We  are  now  mov- 
ing in  a  reactionary  fashion  that  will  greatly  harm  our  economy. 

We  also  fear  that  these  higher  tax  rates  on  upper-income  tax- 
payers are  really  a  first  step  in  soaking  the  middle  class.  We  seri- 
ously doubt  that  the  average  American  supports  these  new  confis- 
catory tax  rates  that  approach  50  percent. 

A  poll  conducted  for  the  National  Taxpayers  Union  Foundation 
last  year  found  that  70  percent  of  Americans  agreed  with  the  fol- 
lowing statement:  the  highest  Federal  income  tax  rate  on  any  part 
of  a  taxpayer's  income  should  not  be  higher  than  25  percent. 

We  agree  with  the  statements  made  on  the  previous  panel  that 
these  higher  tax  rates  will  harm  incentives  to  work  and  invest,  and 
we  agree  in  particular  with  those  comments  by  Professor  Feldstein. 

I  will  turn  my  comments  to  items  that  I  have  not  heard  yet  this 
morning. 

One,  President  Clinton  says  he  supports  high-skilled,  high-wage 
jobs.  Yet,  one  perverse  effect  of  his  proposal  is  to  tax  families 
where  both  spouses  have  high-skill,  high-wage  jobs. 

The  marriage  penalty  would  steeply  increase  for  married  couples 
earning  roughly  the  same  income  if  that  income  is  over  $70,000  in 
taxable  income  per  year. 
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We  are  equally  disturbed  about  the  marriage  penalty  created  by 
a  more  generous  earned  income  tax  credit.  While  we  support  many 
of  the  goals  of  the  EITC,  it  is  beginning  to  have  serious  and 
unappreciated  side  effects. 

One  is  that  the  phaseout  of  the  earned  income  tax  credit  is  creat- 
ing apparent  marginal  tax  rates  that  often  approach  40  percent  for 
some  of  the  working  poor  in  this  country.  If  we  have  a  higher 
EITC,  depending  on  the  details  of  the  proposal,  we  might  create 
more  disincentives  to  work  among  the  working  poor  and  lower  mid- 
dle-income taxpayers.  Potentially  millions  more  taxpayers  may  see 
these  effective  marginal  tax  rates  approaching  40  percent. 

Also  disturbing  is  the  marriage  penalty  from  a  more  generous 
EITC.  There  is  already  a  tax  incentive  for  the  working  poor  not  to 
marry  or  stay  married  and  such  incentive  could  greatly  worsen 
under  an  expanded  EITC  if  it  is  not  well  designed. 

I  would  also  like  to  briefly  say  something  about  the  proposed  en- 
ergy tax.  The  worst  feature  of  this  tax  lies  in  its  potential  to  kill 
jobs.  One  of  America's  competitive  advantages  in  the  international 
arena  is  our  energy  costs.  By  taxing  energy,  we  are  putting  our  ex- 
porters at  a  severe  competitive  disadvantage  worldwide  and  that 
will  result  in  lost  sales  or  lower  profits  and  more  importantly, 
lower  wages  and  fewer  jobs. 

I  would  also  like  to  say  a  few  things  about  the  Social  Security 
tax  changes  in  the  package.  While  we  are  sympathetic  with  the 
goal  of  targeting  Social  Security  benefit  payments  to  the  elderly 
poor,  this  tax  scheme  is  flawed. 

The  85-percent  figure  in  the  proposal  will  strike  many  Social  Se- 
curity recipients  as  being  arbitrary  and  it  is.  We  believe  it  could 
be  improved  by  taxing  only  the  excess  of  benefits  received  over 
taxes  paid  during  a  recipient's  lifetime. 

This  would  have  other  side  benefits  as  well.  It  would  dramati- 
cally increase  public  understanding  of  the  Social  Security  system. 
Many  elderly  believe  the  myth  created  by  years  of  government 
propaganda  that  they  only  receive  benefits  that  represent  a  return 
of  their  Social  Security  taxes. 

By  giving  each  recipient  a  statement  each  year  showing  total 
taxes  paid  and  total  benefits  received,  that  would  increase  the  un- 
derstanding of  how  the  system  works. 

Finally,  I  would  like  to  comment  on  the  investment  incentives  in 
the  proposal.  Overall,  we  think  they  are  very  weak  and  don't  come 
anywhere  near  offsetting  the  damage  caused  by  higher  marginal 
tax  rates  and  the  new  energy  tax. 

We  would  also  like  to  suggest  that  if  the  capital  gains  reduction 
provision  is  kept  by  this  committee,  that  it  be  improved  by  allowing 
people  to  roll  over  investment  profits  even  if  the  stock  is  sold  with- 
in the  5-year  period  as  long  as  it  is  reinvested  in  a  similar  original 
issue  stock  from  a  qualified  corporation. 

There  is  no  reason  for  a  5-year  holding  period  as  long  as  the 
stock  profits  are  rolled  into  a  new  qualified  investment.  Overall,  we 
believe  the  proposals,  if  adopted  as  is,  will  greatly  harm  economic 
growth  and  destroy  jobs.  We  would  urge  the  committee  to  make 
rather  drastic  revisions. 

Thank  you  very  much. 

[The  prepared  statement  follows:] 
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David  Keating 
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National  Taxpayers  Union 


President  Clinton's  Proposals 

for 

Public  Investment  and  Deficit  Reduction 

before  the 

Committee  on  Ways  and  Means 
U.S.  House  of  Representatives 

March  16, 1993 


Mr.  Chairman  and  Members  of  the  Committee,  thank  you  for  the  opportunity  to  express 
our  views  on  President  Clinton's  tax  proposals.  I  appear  on  behalf  of  the  200,000  members  of 
the  National  Taxpayers  Union. 

The  President's  tax  package  breaks  a  key  campaign  promise  to  middle-class  taxpayers, 
and  would  destroy  hundreds  of  thousands  of  jobs.  It  reverses  some  of  the  most  positive  aspects 
of  the  1986  Tax  Reform  Act  while  introducing  new  and  unnecessary  complexity  into  the  tax 
code.  Our  greatest  disappointment  is  that  the  President's  budget  plan  guarantees  higher  taxes, 
but  fails  to  control  spending. 

The  tax  plan  is  a  hodge-podge  of  tax  increases.  If  enacted,  the  plan  would  be  one  of  the 
largest  tax  hikes  in  history — and  is  comprised  of  dozens  of  tax  increases,  many  of  which  the 
Administration  calls  spending  cuts. 

The  chief  failing  of  the  deficit  reduction  plan  is  that  the  Administration  has  failed  to 
tackle  the  structural  deficit  caused  by  out-of-control  spending.  These  tax  hikes  will  fall  far  short 
of  reducing  the  deficit.  Unless  spending  is  controlled,  massive  tax  hikes  on  the  middle  class  are 
around  the  comer.  There  simply  aren't  enough  rich  people  around  to  pay  for  all  the  government 
the  current  laws  promise.  That's  why  spending  must  be  tackled  now. 

America's  Top  Tax  Rate  to  Exceed  Britain's. 

For  the  fu-st  time  in  this  century,  the  top  tax  rate  in  America  will  be  higher  than  in 
England.  Remember,  the  English  economy  stagnated  for  most  of  this  centiuy,  while  America 
prospered,  largely  because  ruinous  tax  rates  drove  entrepreneurship  and  business  in  Britain  into 
the  ground. 

The  same  policy  that  ruined  England  is  now  being  proposed  for  this  country  -  including 
the  idea  of  class  war  to  turn  the  tax  spenders  against  the  taxpayers.  It's  ironic  that  just  seven 
years  ago  this  country  led  an  international  revolution  toward  lower  tax  rates  on  work  effort,  and 
is  now  moving  in  a  reactionary  fashion  that  will  greatly  harm  our  economy. 

Federal  marginal  tax  rates  on  upper  income  taxpayers,  many  of  whom  are  not  "rich,"  will 
reach  as  high  as  40  to  42  percent  and  up  to  44  to  48  percent  when  state  taxes  are  considered. 

During  the  campaign,  the  president  promised  a  milhonaire  surtax,  which  now  applies  to 
income  of  $250,000  or  more.  Likewise  the  new  tax  bracket  of  36  percent  would  apply  to  taxable 
income  as  low  as  $1 15,000  a  year,  instead  of  over  $200,000  per  year  as  indicated  during  the 
campaign. 

We  fear  that  these  higher  tax  rates  on  upper  income  taxpayers  are  really  a  first  step  in 
soaking  the  middle  class.  We  seriously  doubt  that  the  average  American  supports  these  new 
confiscatory  tax  rates.  A  poll  conducted  for  the  National  Taxpayers  Union 
Foundation  last  year  found  that  an  ovei  ^vhelming  majority  of  Americans,  or  70%,  agreed  that 
"the  highest  federal  income  tax  rate,  on  any  part  of  a  taxpayer's  income,  should  not  be  higher 
than  25  percent." 


447 


Higher  Tax  Rates  Will  Harm  Incentives  to  Work  and  Invest. 

These  higher  tax  rates  will  have  far  more  effects  than  is  apparently  appreciated  by  the 
Administration.  The  higher  tax  rates  will  greatly  harm  incentives  to  work  and  invest.  As  a 
result,  the  revenue  projections  of  the  income  tax  hikes  are  far  too  optimistic.  As  Martin  Feldstein 
has  written,  "taxpayers  will  find  ways  of  converting  taxable  income  into  nontaxable  income.  Tax 
shelters  and  deferred  compensation  will  become  more  attractive.  And  some  individuals, 
especially  in  two-earner  households,  will  opt  to  work  less." 

Feldstein  notes  that  even  a  slight  reduction  in  work  effort  can  cause  a  loss  in  revenue  to 
the  government  at  these  higher  tax  rates.  For  example,  "at  $1 80,000  of  taxable  income  ...  a  very 
small  5%  reduction  in  taxable  income  (to  $171,000)  for  such  individuals  would  mean  a  net 
reduction  in  total  taxes  paid:  Although  the  Treasury  would  collect  $2,594  of  additional  taxes  on 
the  income  up  to  $171,000,  it  would  lose  $2,790  by  not  taxing  the  remaining  $9,000  at  the 
current  31%  rates.  The  net  effect  would  be  a  revenue  loss  of  $196  instead  of  the  projected 
revenue  gain  of  $3,305.  With  a  10%  reduction  in  taxable  income  (to  $162,(XX)),  the  higher  rates 
would  actually  cost  the  Treasury  $3,697." 

Many  investors  will  shift  more  of  their  investments  toward  tax-free  bonds.  How  can  that 
possibly  help  the  economy?  Some  workers  will  decide  to  retire  at  an  earlier  age. 

The  tax  hikes  will  accelerate  in  a  trend  of  the  growth  of  exurban  towns,  places  far  beyond 
the  suburbs  and  even  further  from  our  nation's  large  cities.  Why?  Because  the  largest  cities  and 
suburbs  are  among  the  highest  cost  areas  of  the  country.  If  you  want  to  live  well,  that  requires  a 
higher  income  in  higher-cost  areas.  But  that  income  will  be  taxed  at  higher  rates,  giving  more 
incentive  to  move  to  lower-taxed,  lower-cost  states  to  minimize  the  tax  damage. 

These  higher  tax  rates  will  help  enrich  one  class  of  professionals  at  the  expense  of  the 
economy  -  lawyers  and  accountants.  Undoubtedly  more  higher  income  taxpayers  will  need 
professional  help  to  simply  calculate  their  tax  or  as  they  seek  to  convert  regular  income  into  tax- 
free  perks  or  more  lightly  taxed  capital  gains  income. 

Higher  Marriage  Penalty  Under  Clinton  Plan. 

President  Clinton  says  he  supports  high-skilled,  high  wage  jobs.  Yet  one  perverse  effect 
of  his  proposal  is  to  tax  families  where  both  spouses  have  high-skilled,  high  wage  jobs.  The 
marriage  penalty  would  steeply  increase  for  married  couples  earning  roughly  the  same  income,  if 
each  spouse's  income  is  over  $70,(XX)  of  taxable  income  per  year. 

Reason  magazine  editor  Virginia  Postrel  notes  that  "during  the  1980s,  in  fact,  the  biggest 
factor  making  household  incomes  unequal  was  the  feminist  revolution.  Until  recently,  rich 
men's  wives,  if  they  worked  at  all,  earned  low  wages  at  jobs  that  were  essentially  hobbies.  Not 
until  about  1979  did  the  wives  of  men  in  the  top  fourth  of  the  income  distribution  make  as  much 
as  the  wives  of  the  men  in  the  bottom  fourth.  But  by  1990,  thanks  to  changing  attitudes  and 
increasing  payoffs  to  education,  they  averaged  30  percent  more,  according  to  data  by  labor 
economist  Kevin  M.  Murphy  of  the  University  of  Chicago  and  Finis  Welch  of  Texas  A&M. 

"Unlsashing  educated  women  into  the  workforce  meant  the  rich  got  richer  . . .  Since  the 
existing  marriage  penalty  doesn't  deter  enough  working  wives  to  prevent  household  inequality, 
increasing  it  looks  like  a  reasonable  place  to  start.  But  it  still  seems  to  prevent  more  marriages 
than  careers  . . .  Such  are  the  absurdities  of  punishing  productive  people  for  their  productivity. 
And  that,  at  bottom,  is  what  Clintonomics  is  all  about." 

Earned  Income  Tax  Credit's  Side  Effects  Loom  Larger. 

The  Administration  will  propose  an  expanded  Earned  Income  Tax  Credit  (EITQ,  but 
details  are  still  sketchy.  While  we  support  many  of  the  goals  of  the  EITC,  it  is  beginning  to  have 
serious  and  unappreciated  side  effects. 

The  phase-out  of  the  earned  income  tax  credit  is  creating  apparent  marginal  tax  rates  that 
often  approach  40  percent,  and  higher  if  the  employer's  share  of  Social  Security  is  considered. 
Making  the  EITC  more  generous  could  create  more  disincentives  to  work  at  income  levels.  A 
substantial  boost  in  the  EITC  would  mean  that  these  disincentives  would  apply  to  potentially 
many  millions  more  workers,  including  many  middle-class  taxpayers. 

Equally  disturbing  is  the  marriage  penalty  from  a  more  generous  EITC,  especially  an 
EITC  that  would  apply  to  single  individuals.  While  there  is  already  a  tax  incentive  for  the 
working  poor  not  to  marry  or  stay  married,  such  incentives  could  greatly  increase  under  an 
expanded  EITC.  The  last  thing  we  need  to  do  is  to  make  the  tax  code  more  anti-family  than  it  is 
today. 
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The  Tax  Package  Hides  and  Understates  the  Tax  Burden  on  the  Middle  Class. 

This  package  appears  to  be  the  beginning  of  an  attempt  to  soak  America's  middle  class 
for  higher  taxes,  "fiie  first  step  is  to  hit  upper  income  taxpayers  with  sharply  higher  taxes,  while 
discaiding  a  middle  class  tax  cut  and  replacing  it  with  a  tax  increase  on  the  middle  class.  The 
most  important  change  that  raises  middle  class  taxes  is  a  new  broad-based  energy  tax,  which 
purports  to  tax  the  heat  content  of  certain  major  fuels. 

According  to  the  Treasury  Department  the  energy  tax  proposal  "would  impose  excise  tax 
on  fossil  fuels  (coal,  oil,  natural  gas)  at  a  basic  rate  of  $0.257-per-million-Btus  plus  a  $0.342-per- 
million-Btus  supplemental  tax  on  oil."  The  Treasury  Department  says  the  tax  would  be  used  for 
deficit  reduction  and  to  reduce  environmental  effects,  promote  energy  conservation  and  reduce 
dependence  on  foreign  energy  sources.  But  these  additional  effects  will  be  modest. 

There  is  no  substantial  reason  to  tax  oil  at  more  than  two  times  higher  than  other  fuels.  In 
most  cases,  combustion  of  oil  is  considerably  cleaner  than  coal,  yet  oil  is  subject  to  a  higher  tax. 
The  energy  security  benefits  of  such  a  tax  differential  are  trivial. 

This  new  tax  is  expected  to  raise  the  price  of  gasoline  by  7-1/2  cents  per  gallon,  while 
home  heating  oil  is  expected  to  go  up  by  over  8  cents  a  gallon.  Much  if  not  all  of  the  tax  will  be 
hidden  in  the  form  of  higher  prices,  not  only  for  home  heating  fuel  and  gasoline,  but  in  every 
product  manufactured  and  shipped  in  this  country. 

The  Energy  Tax  Will  Hurt  American  Exports. 

The  worst  aspect  of  the  energy  tax  lies  in  its  potential  to  kill  jobs.  One  of  America's 
competitive  advantages  in  the  international  arena  is  energy  costs.  By  taxing  energy,  we're 
putting  our  exporters  at  a  severe  competitive  disadvantage.  That  will  result  in  lost  sales  or  lower 
profits  and  lower  wages  or  fewer  jobs. 

Strangely,  the  energy  tax  would  hit  hardest  at  some  of  America's  hardest  pressed 
industries,  such  as  airlines,  automobile  manufacturers  and  agriculture. 

The  plan  also  proposes  increasing  the  top  income  tax  rate  on  large  corporations  to  36 
percent.  Yet  inexplicably  the  President's  tax  burden  tables  assume  that  virtually  none  of  this 
higher  tax  burden  will  be  paid  by  middle  class  taxpayers.  Tell  that  to  consumers  who  have  to  pay 
higher  prices  in  the  stores,  or  workers  who  must  sacrifice  wage  increases  because  of  higher 
corporate  taxes.  The  idea  that  a  higher  corporate  tax  rate  is  needed  to  prevent  people  from 
incorporating  to  take  advantage  of  lower  corporate  rates  is  ridiculous.  Lower  corporate  rates  are 
still  available  for  most  small  corporations,  and  will  be  unaffected  by  this  change. 

Social  Security  Tax  Changes  Are  Unfair  and  Pooriv  Designed 

The  Administration's  proposal  also  includes  changes  in  the  tax  treatment  of  Social 
Security  benefits.  Under  the  proposal,  up  to  85  percent  of  Social  Security  benefits  would  be 
subject  to  tax,  instead  of  the  current  50  percent.  While  we  are  sympathetic  with  the  goal  of 
targeting  Social  Security  benefits  to  the  elderly  poor,  this  tax  scheme  is  riddled  with  flaws. 

The  85  percent  figure  will  strike  many  Social  Security  recipients  as  being  arbitrary,  and  it 
is.  It  would  be  far  more  fair  to  put  these  benefits  on  a  similar  tax  footing  as  benefits  paid  under 
private  pensions.  Subject  Social  Security  benefits  to  tax,  but  only  to  the  extent  that  the  benefits 
received  exceed  the  taxes  paid  into  the  Social  Security  system.  While  this  is  approximately  85 
percent  for  many  of  today's  recipients,  it  varies  widely  according  to  the  recipient's  retirement 
lifetime. 

Taxing  only  the  excess  of  benefits  received  over  taxes  paid  is  much  more  fair  and  would 
dramatically  increase  public  understanding  of  the  system.  Many  elderly  believe  the  myth, 
created  by  years  of  government  propaganda,  that  they  only  receive  benefits  that  represent  a  return 
of  their  Social  Security  taxes.  Taxing  only  the  benefits  that  exceed  taxes  paid  would  help  correct 
this  myth.  Each  Social  Security  recipient  should  receive  an  annual  statement  from  the  Social 
Security  Administration  showing  lifetime  benefits  paid  to  date  compared  to  lifetime  taxes  paid. 
Only  the  excess  would  be  subject  to  tax. 

Such  a  statement  would  probably  increase  the  willingness  of  today's  better-off  retired 
elderly  to  accept  restraints  in  Social  Security  benefit  payments.  They  would  clearly  see  that 
Social  Security  benefits  far  exceed  the  taxes  they  paid  into  the  system.  And  the  tax  treatment  of 
the  benefits,  under  this  version  of  the  proposal,  would  be  perceived  as  being  more  fair. 

Another  problem  with  the  proposed  tax  treatment  of  Social  Security  benefits  is  that  it 
actually  results  in  very  high  marginal  tax  rates  on  people  who  have  saved  for  their  retirement.  It 
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would  be  far  bener  to  structure  the  taxation  of  Social  Security  benefits  exactly  like  the  taxation  of 
all  other  forms  of  pension  benefits. 

Another  proposal  would  "eliminate  the  dollar  amount  on  wages  and  self-employment 
income  subject  to  HI  (hospital  insurance)  taxes  for  wages  and  income."  This  proposal  is 
misguided,  and  will  do  nothing  to  help  control  Medicare  costs.  It  would  be  far  better  and  more 
effective  to  raise  the  awareness  of  Medicare  costs  for  high-inconne  Medicare  recipients,  rather 
than  to  increase  taxes  on  today's  workers.  Today's  higher  income  retirees  have  received  far,  far 
more  in  benefits  than  they  have  paid  over  a  lifetime  in  taxes,  whereas  tomorrow's  retirees  will 
pay  far  more  in  taxes  compared  to  today's  retirees. 

Some  analysts  have  suggested  a  tax  on  the  actuarial  insurance  value  of  the  Medicare 
services.  While  this  idea  has  some  merit,  it  would  be  preferable  to  make  changes  that  restrain  the 
growth  of  benefits,  while  reducing  the  total  cost  of  the  program.  One  suggestion  would  be  to 
make  the  deductible  similar  to  the  deductible  for  health  costs  now  in  the  tax  code,  which  is 
currently  7.5%  of  income,  but  only  for  income  over  a  certain  threshold.  One  option  could  be  to 
apply  an  indexed  deductible  of  $220  to  all  those  earning  less  than  $50,000  annually.  Those 
earning  over  $50,000  could  have  a  deductible  of  $220  plus  7.5%  of  the  income  earned  over 
$50,000.  For  example,  a  Medicare  beneficiary  earning  $100,000  in  the  previous  year,  would 
have  a  deductible  of  $220  plus  $3750  (7.5%  x  $50,000),  for  a  total  of  $3975. 

Unfortunately,  no  one  has  estimated  the  cost  of  savings  of  such  a  proposal,  but  it  clearly 
would  save  a  substantial  sum,  while  giving  recipients  clear  incentive  to  control  costs.  Such  a 
deductible  linked  to  income  should  probably  allow  for  payment  for  at  least  one  doctor  visit 
annually  to  encourage  some  basic  preventative  care. 

This  option  would  avoid  higher  marginal  rates  on  today's  younger  woricers  while 
encouraging  cost  control  among  higher  income  Medicare  beneficiaries. 

Investment  Incentives  are  Weak. 

Finally,  I  would  like  to  comment  on  two  of  the  proposed  tax  measures  that  purport  to 
encourage  investment.  These  include  a  temporary  incremental  investment  tax  credit  and  a 
reduction  of  capital  gains  taxes  for  certain  small  business  investments.  Compared  to  the  damage 
caused  by  the  tax  increase  proposals,  these  and  the  other  investment  tax  provisions  would  not  do 
much  to  encourage  economic  growth.  In  our  opinion,  it  would  be  far  better  to  scrap  the 
incremental  investment  tax  credit  and  the  permanent  small  business  investment  tax  credit,  and 
reduce  the  marginal  tax  rate  increases,  or  apply  them  to  higher  income  levels. 

The  Capital  Gains  Proposal  Needs  a  Rollover  Provision. 

The  capital  gains  reduction  may  provide  more  economic  growth  for  the  dollar  of  tax  cut, 
but  it  is  unnecessarily  restrictive.  The  proposal  requires  investors  to  hold  their  stock  for  at  least 
five  years  in  order  to  exclude  half  of  the  gains.  This  proposal  could  be  improved  by  allowing 
sale  of  such  stock  to  qualify  for  preferential  treatment  if  the  proceeds  were  reinvested  in  another 
original  issue  stock  from  a  qualifying  corporation.  This  minor  change  would  reduce  the  lock-in 
effect  and  encourage  greater  flow  of  capital  to  these  small  business  start-ups  and  expansions.  It 
would  also  encourage  those  investors  who  are  best  at  the  incubation  process  to  roll  over  their 
investment  into  better  opportunities,  as  they  become  available,  instead  of  falling  asleep  for  five 
years. 

Conclusion. 

Overall  the  President's  proposals  will  harm  economic  growth  and  destroy  jobs.  At  tax 
burden  levels  even  remotely  approaching  today's  levels,  higher  tax  rates  have  never  led  to  higher 
economic  growth  or  creation  of  new  jobs.  By  greatly  increasing  the  prices  American  workers 
pay  for  working  or  taking  risks,  this  program,  if  passed,  would  greatly  undermine  entrepreneurial 
activity  and  America's  international  competitiveness. 


450 

Mr.  Cardin.  Mr.  Santini  will  be  accompanied  by  Mr.  King. 

STATEMENT  OF  JAMES  D.  SANTINI,  COCHAIRMAN,  CAMPAIGN 
TO  KEEP  TRAVEL  COMPETITIVE,  AND  WASHINGTON  REP- 
RESENTATIVE, NATIONAL  TOUR  ASSOCIATION,  ON  BEHALF 
OF  THE  TRAVEL  AND  TOURISM  GOVERNMENT  AFFAIRS 
COUNCIL,  ACCOMPANIED  BY  AUBREY  KING,  EXECUTIVE  DI- 
RECTOR, TRAVEL  AND  TOURISM  GOVERNMENT  AFFAIRS 
COUNCIL 

Mr.  Santini.  Thank  you. 

We  welcome  this  opportunity  to  testify  on  behalf  of  the  Travel 
and  Tourism  Government  Affairs  Council.  At  the  inception,  Mr. 
King  will  share  with  the  committee  background  facts  and  figures 
on  the  council's  role  and  the  scope  of  both  the  council  and  the  trav- 
el and  tourism  industry. 

Mr.  King.  Thank  you  very  much.  I  will  try  to  keep  this  brief. 

The  council  is  a  coalition  of  more  than  30  national  organizations 
that  have  a  vital  stake  in  issues  affecting  travel  and  tourism.  Trav- 
el and  tourism  is  indeed  one  of  this  country's  most  dynamic  and  di- 
verse industries. 

Sometimes  we  think  that  we  are  not  sufficiently  recognized  or 
appreciated  because  of  that  very  diversity,  but  travel  and  tourism 
runs  the  gamut  from  hoteliers  to  restauranteurs,  to  airlines,  to 
travel  agents,  tour  operators,  operators  of  convention  centers,  a 
very  wide  gamut  of  people  and  businesses  that  have  a  stake  in 
travel  and  tourism. 

To  be  precise,  it  is  a  $360  billion  industry  in  this  country.  It  is 
our  third  largest  retail  industry  generating  more  than  6  million 
jobs.  It  is  the  second  biggest  source  of  employment  in  this  country. 
In  37  out  of  the  50  States,  Mr.  Chairman,  travel  and  tourism  is  one 
of  the  first  three  providers  of  jobs. 

During  the  1980s  it  was  one  of  the  most  d)niamic  creators  of  new 
jobs,  generating  jobs  at  a  rate  twice  that  of  all  the  other  manufac- 
turing and  service  industries  in  the  country.  It  is  also  our  Nation's 
largest  export.  Visitors  coming  to  this  country  from  abroad  spend 
more  money  here  generating  more  foreign  exchange  earnings  than 
any  other  single  industry  in  this  country. 

Having  said  that,  it  must  be  realized  that  travel  and  tourism  has 
been  stagnant  in  the  last  3  years,  particularly  on  the  domestic 
level.  In  fact,  the  average  annual  growth  of  domestic  travel,  which 
had  been  in  the  7  to  8  percent  range  during  the  1980s,  has  recently 
fallen  to  the  3  percent  range.  That  is  why,  I  suggest,  many  seg- 
ments of  our  industry  have  recently  been  experiencing  severe  fi- 
nancial difficulty,  probably  best  highlighted  with  the  airlines, 
which  have  lost  in  the  last  3  years  $10  billion  because  of  a  decline 
in  traffic. 

The  industry  has  been  increasingly  concerned  with  tax  issues. 
We  have  never  objected  to  paying  our  fair  share  of  taxes  nor  ob- 
jected to  being  treated  equally  along  with  other  manufacturing  and 
service-related  industries. 

We  have  objected  to  a  growing  tendency  to  look  on  travel  and 
tourism,  we  think,  as  a  source  of  funding  for  general  government 
programs  and  to  levy  charges  and  taxes  and  fees  that  fall  unfairly 
on  travel  and  tourism  in  that  regard. 
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To  give  you  an  illustration  of  the  growth  of  this  trend,  in  1980 
for  every  dollar  spent  on  travel  and  tourism,  approximately  10 
cents  went  for  taxes.  In  1991,  of  every  dollar  spent  on  travel  and 
tourism,  14  cents  went  for  taxes,  a  38  percent  jump  in  tax  burden 
over  that  period  of  time. 

The  council  has  worked  in  recent  years  to  try  to  call  to  the  atten- 
tion of  this  committee  and  others  in  Congress  the  importance  of 
travel  and  tourism  and  our  concern  with  tax  issues.  That  has  been 
manifested  in  recent  years  by  some  very  positive  responses  by  this 
committee,  notably  in  1991,  when  the  committee  refused  to  approve 
a  proposed  increase  in  the  gas  tax  and  last  year  when,  on  at  least 
two  occasions,  it  refused  to  approve  a  proposed  reduction  in  the 
business  meal  and  entertainment  deduction. 

And  finally,  on  that  score,  just  to  conclude  my  portion  of  this,  let 
me  say  that  we  are  concerned  about  the  economic  proposals  that 
have  been  recently  made  by  President  Clinton.  There  are  many  ele- 
ments there  that  we  find  ourselves  in  agreement  with.  But  we  are 
concerned  about  two  tax  proposals  and  I  want  to  quickly  refer  to 
one,  that  is  the  business  meal  and  entertainment  issue. 

You  are  going  to  be  hearing  a  lot  more  about  this  issue  in  hear- 
ings in  the  next  couple  of  weeks,  but  I  would  just  suggest  to  you 
here  that  we  regard  this  as  an  example,  shall  we  say,  of  misguided 
populism.  That  is,  it  is  very  easy  to  talk  disparagingly  about  the 
three  martini  lunch.  What  is  not  really  sufficiently  realized  is  that 
a  business  meal  to  many  professionals  and  to  many  small  busi- 
nesses is  simply  an  essential  marketing  tool.  It  is  a  way  to  come 
into  contact  with  prospective  clients  and  customers  and  we  think 
not  only  would  the  burden  of  that  proposed  reduction  from  80  per- 
cent to  50  percent  fall  unfairly  on  travel  and  tourism,  but  it  is  real- 
ly unjustified  and  represents,  we  believe,  a  political  failure  to  ac- 
cept the  reality  that  a  business  meal  is  not  a  throwaway,  it  is  not 
a  perk  for  the  affluent,  but  is  a  legitimate  marketing  tool. 

Tliank  you. 

Mr.  Santini.  Continuing,  we  do  commend  the  President  for  rec- 
ognizing that  timely  and  strategic  public  investment  will  play  a 
vital  role  in  stimulating  job  creation  and  ensuring  the  long-term  vi- 
tality of  our  Nation.  Most  salient  to  travel  and  tourism  is  the  pro- 
posed full  funding  of  the  Federal  highway  program  at  a  level  of  $20 
billion,  utilizing  the  unspent  cash  balance  in  the  Highway  and 
Transit  Trust  Fund. 

We  are  further  gratified  that  Secretary  of  Transportation  Pefia 
has  announced  that  the  2.5  cents  of  the  motor  fuel  tax  which,  in 
1990  was  devoted  to  deficit  reduction  and  was  programmed  to  ex- 
pire in  1995,  will  be  continued  thereafter  but  transferred  into  the 
highway  account  for  that  trust  fund. 

The  travel  and  tourism  industry  is  concerned,  however,  about 
two  particular  tax  proposals.  My  colleague,  Mr.  King,  has  ad- 
dressed one  of  those.  I  will  examine  the  second,  the  energy  tax.  The 
proposed  energy  tax  is  broad  based  but  treats  oil  differently  from 
all  other  energy  sources.  By  taxing  oil  at  a  rate  more  than  twice 
as  high  as  other  forms  of  energy,  it  would  place  an  especially  heavy 
burden  on  fuel-dependent  industries,  such  as  travel  and  tourism. 

In  fact  we  submit  that  travel  and  tourism  and  trucking  would 
probably  suffer  the  most  severe  damage  from  this  proposal.  Phased 
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over  3  years  beginning  in  July  1994  this  proposed  energy  tax  would 
be  25.7  cents  per  million  Btu  on  natural  gas,  coal,  nuclear  power, 
and  other  energy  sources.  For  oil,  however,  the  tax  would  be  an  ad- 
ditional 34.2  cents  per  million  Btu's,  which  would  mean  a  total  tax 
on  oil  of  59.9  cents  per  million  Btu's,  or  2.3  times  the  rate  for  all 
other  fuels. 

According  to  the  U.S.  Department  of  Energy,  approximately  65 
percent  of  all  oil  in  this  country  is  devoted  to  transportation  pur- 
poses. For  this  reason,  this  oil  surcharge  amounts  to  a  direct  levy 
on  transportation.  In  other  words,  our  travel  industry.  It  is  a  thinly 
disguised,  direct  tax  on  motor  and  jet  fuel,  and  that  jet  fuel  tax 
would  be  loaded  upon  an  industry  that  is  already  laboring  under, 
as  my  colleague  observed,  a  $10  billion  deficit  over  the  last  3  years. 

Also  according  to  the  Department  of  Energy,  a  tax  of  59.9  cents 
per  million  Btu's  equates  to  a  tax  of  8  cents  per  gallon  of  refined 
product,  but  according  to  the  American  Petroleum  Institute,  the 
impact  would  be  much  greater  on  motor  and  jet  fuel.  API  points 
out  that  although  other  fuels  can  substitute  for  some  oil  uses,  there 
are  no  substitutes  for  oil  as  a  transportation  fuel.  Competitive 
forces  also  dictate  that  most  of  the  burden  will  fall  on  the  lighter 
fuels,  gasoline,  diesel,  and  jet  fuel,  at  a  rate  between  10  and  15 
cents  per  gallon. 

The  projected  impact  of  this  tax  increase  on  that  segment  of  the 
travel  and  tourism  which  has  already  suffered  the  heaviest  eco- 
nomic losses,  the  airlines,  shows  how  devastating  this  could  be.  The 
Air  Transport  Association,  Mr.  Chairman,  and  members  of  the  com- 
mittee, states  that  the  tax  would  increase  the  cost  of  jet  fuel  from 
at  least  $400  million  in  1994  to  as  much  as  $1.8  billion  in  1996. 
While  the  impact  could  be  mitigated  by  such  modifications  as  alter- 
ing the  phase-in  schedule  and  imposing  the  levy  on  refinery  out- 
puts of  finished  oil  products,  rather  than  on  inputs,  the  crude  pe- 
troleum, it  would  still  have  a  disproportionate  impact  on  travel  and 
tourism. 

Other  speakers  before  this  committee  in  the  days  ahead  will  ex- 
plain how  the  proposed  oil  surcharge  is  regressive,  that  it  penalizes 
those  who  must  travel  great  distances  because  of  where  they  live, 
those  who  depend  on  their  automobiles  for  transportation  because 
convenient  public  transportation  is  unavailable,  and  most  of  all  will 
penalize  those  with  lesser  incomes  who  must  spend  a  higher  pro- 
portion of  their  income  for  fuel. 

We  at  this  time  would  only  concur  with  those  valid  concerns.  Our 
fundamental  objection  is  derived  from  the  nature  of  our  industry. 
Travel  and  tourism  is,  by  definition,  dependent  upon  economical 
transportation.  As  we  approach  the  end  of  the  20th  century,  our 
transportation  depends  on  oil,  and  there  are  no  substitutes. 

We  must  strongly  oppose  those  tax  policies  which  discriminate 
against  oil  because  those  tax  policies  discriminate  directly  against 
travel  and  tourism.  This,  we  submit,  is  unfair.  This  would,  as  a 
matter  of  Government  policy,  put  travel  and  tourism  in  a  competi- 
tive disadvantage  in  the  marketplace. 

Thank  you,  Mr.  Chairman  and  members  of  the  committee. 

Mr.  Cardin  [presiding].  Thank  you,  sir. 

[The  prepared  statement  follows:] 
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TESTIMONY  BY  HON.  JAMES  D.  SANTINI 
Travel  and  Tourism  Government  Affairs  Council 

The  Travel  and  Tourism  Government  Affairs  Council  appreciates  this 
opportunity  to  present  the  views  of  the  United  States  travel  and 
tourism  industry  on  the  President's  economic  stimulus  proposals. 
The  Council  is  comprised  of  representatives  from  every  segment  of 
the  travel  and  tourism  industry,  including  all  modes  of 
transportation,  accommodations,  food  services,  travel  agents,  tour 
sales  and  operations,  attractions  and  recreation  facilities,  as 
well  as  state  and  local  destination  marketing  organizations.  The 
members  of  the  Council  are  listed  at  the  end  of  this  statement. 

Although  we  commend  President  Clinton  for  boldly  moving  to 
stimulate  the  economy  and  substantially  reduce  the  Fecieral  deficit, 
and  we  strongly  support  certain  parts  of  his  plan,  we  are  concerned 
that  at  least  two  of  the  accompanying  tax  proposals  would  be 
detrimental  to  the  travel  and  tourism  industry,  and  counter- 
productive to  the  President's  own  stimulus  goals  because  of  their 
negative  impact  on  economic  growth  and  job  creation. 

The  Onitad  States  Travel  and  Tourism  Industry:  rrom  Growth  to 
Stagnation  and  Losses 

We  speak  on  behalf  of  one  of  the  nation's  most  dynamic  and  diverse 
industries.  Travel  and  tourism  in  America  is  a  $360  billion 
industry  (approximately  6.1%  of  GNP) ,  making  it  our  third  largest 
retail  industry  after  automobile  dealers  and  grocery  stores.  It 
directly  generates  six  million  jobs  and  indirectly  provides 
employment  for  another  two  and  a  half  million  —  making  travel  and 
tourism  the  nation's  second  largest  employer,  after  health 
services.  In  thirty-seven  states,  travel  and  tourism  is  among  the 
top  three  sources  of  jobs.  During  the  1980s,  travel  and  tourism 
generated  new  jobs  at  a  rate  twice  as  great  as  that  of  all  other 
American  industries.  Another  compelling  sign  of  the  economic 
importance  of  travel  and  tourism  is  the  fact  that  it  has  become  our 
country's  largest  export;  the  money  spent  by  international  visitors 
to  the  United  States  makes  travel  and  tourism  our  biggest  earner  of 
foreign  exchange. 

Although  travel  and  tourism  experienced  robust  growth  during  the 
1980s,  and  international  travel  remains  strong,  the  last  three 
years  have  seen  a  dramatic  decline  in  domestic  travel  growth.  In 
1988,  the  number  of  domestic  person-trips  (a  "person-trip"  is  one 
person  traveling  100  miles)  rose  7.1%  over  1987,  but  since  then  the 
rate  of  increase  has  declined  to  3.2%  in  1989,  2.9%  in  1990  and 
only  3.8%  in  1991.  In  the  same  fashion,  the  rate  of  annual 
increase  for  domestic  travel  expenditures  declined  from  8.6%  in 
1987  to  only  1.7%  in  1991.  We  suggest  that  these  figures 
graphically  define  a  stagnant,  if  not  a  declining  domestic  travel 
industry.  This  trend  has  been  a  major  reason  for  the  recent 
financial  difficulties  of  the  airline  industry,  which  lost  a 
staggering  ten  billion  dollars  in  the  three  years  from  1990  to 
1992. 

Taxes  and  Travel  and  Tourism 

Travel  and  tourism  has  long  been  a  major  source  of  tax  revenue  for 
all  levels  of  government.  In  1991,  $47.4  billion  in  total  tax 
revenue  was  generated  by  travel  and  tourism  ($26.8  billion  in 
Federal  taxes,  $13.6  billion  in  state  taxes  and  $7  billion  in  local 
taxes)  .  The  industry  has  always  been  ready  to  bear  its  fair  share 
of  that  tax  burden,  which  is  "the  price  we  must  all  pay  for  a 
civilized  society."  Travel  and  tourism  has  also  been  willing  to 
support  targeted  taxes  or  "user  fees"  which  are  earmarked  to  pay 
for  services  or  programs  that  provide  particular  benefits  to  the 
traveling  public  or  the  industry,  e.g.  a  motor  fuel  tax  to  build 
better  roads  or  an  air  ticket  tax  to  improve  the  aviation  system. 

Unfortunately,  in  recent  years,  taxes  on  travel  and  tourism  have 
increasingly  become  an  excessive  and  disproportionate  burden.  In 
1991,  nearly  fourteen  cents  of  every  dollar  spent  on  travel  and 
tourism  went  for  taxes,  compared  to  ten  cents  in  1980,  a  38% 
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increase.  Much  of  this  increase  has  come  from  taxes  paid 
exclusively  or  primarily  by  travel  and  tourism,  but  which  are  used 
to  fund  general  revenue  programs.  The  1990  Budget  Reconciliation 
Act,  which  enacted  one  of  the  largest  tax  increases  in  American 
history,  obtained  15-20%  of  its  new  revenue  from  taxes  targeting 
travel  and  tourism,  with  most  of  that  revenue  for  the  general  fund, 
or  deficit  reduction  purposes.  For  example,  the  two  biggest  tax 
increases  on  travel  and  tourism  in  that  1990  legislation  were  the 
nickel  a  gallon  increase  in  the  Federal  motor  fuel  tax,  with  two 
and  a  half  cents  going  to  deficit  reduction,  and  the  25%  increase 
in  the  air  ticket  tax,  all  of  which  was  dedicated  to  deficit 
reduction . 

The  travel  and  tourism  industry  has  become  increasingly  concerned 
about  these  tax  trends.  Through  the  Travel  and  Tourism  Government 
Affairs  Council,  the  industry  has  worked  to  explain  to  tax  policy- 
makers the  threat  to  its  continued  growth  posed  by  excessive 
taxation.  Although  Americans  love  to  travel,  to  explore  and 
experience  new  places  and  new  people,  for  most  of  us,  most  of  the 
time,  travel  is  a  discretionary  expenditure,  and  one  that  is  in 
direct  competition  with  different  forms  of  communication  and 
different  leisure  experiences.  The  message  we  have  tried  to  convey 
is  that  for  the  government  arbitrarily  to  impose  additional  travel 
costs,  adding  further  to  the  cumulative  cost  of  travel,  is  to 
create  an  unfair  disincentive,  to  make  travel  less  competitive.  To 
communicate  this  message  more  effectively,  the  Council  has 
established  a  new  "Campaign  to  Keep  Travel  Competitive"  by 
supporting  more  rational  and  equitable  tax  policies.  This  campaign 
is  being  supported  by  companies  from  all  segments  of  the  travel  and 
tourism  industry,  who  see  their  economic  vitality  increasingly 
threatened  by  new,  arbitrary  and  unfair  tax  burdens. 

Since  1990,  the  Ways  and  Means  Committee  has  responded  positively 
to  the  tax  concerns  raised  by  the  travel  and  tourism  industry. 
Thus,  in  the  summer  of  1991,  the  Committee  rejected  an  attempt  to 
raise  the  Federal  motor  fuel  tax  another  nickel  a  gallon  to  help 
fund  the  Intermodal  Surface  Transportation  Efficiency  Act  of  1991. 
Then,  last  spring,  the  Committee  rejected  an  attempt  to  lower  the 
deductibility  of  business  meals.  The  Committee  wisely  understood 
in  both  1991  and  1992  that  the  additional  revenue  generated  by 
these  two  proposals  would  have  been  more  than  offset  by  their 
negative  impact  on  jobs  and  economic  growth. 

The  President's  Economic  Stimulus  Proposals 

We  commend  the  President  for  recognizing  that  timely,  strategic 
public  investments  will  play  a  vital  role  in  stimulating  job 
creation  and  ensuring  the  long  term  economic  vitality  of  our 
nation.  Most  salient  to  travel  and  tourism  is  the  proposal  fully 
funding  the  Federal  highway  program  at  a  level  of  $20.6  billion. 
This  will  help  put  to  work  part  of  the  more  than  $20  billion 
unspent  cash  balance  in  the  Highway  and  Transit  Trust  Fund,  helping 
to  spur  economic  growth,  transportation  productivity,  and  the 
international  competitiveness  of  American  businesses.  It  is  self- 
evident  that  the  travel  and  tourism  industry  is  vitally  dependent 
on  the  most  efficient  and  economical  modern  transportation  system. 

We  are  further  gratified  that  Secretary  of  Transportation  Pena  has 
announced  that  the  two  and  a  half  cents  motor  fuel  tax  which  in 
1990  was  devoted  to  deficit  reduction  will  be  extended  beyond  its 
scheduled  1995  expiration  with  the  revenue  thereafter  transferred 
into  the  highway  account  of  the  trust  fund.  We  applaud  this 
recommitment  to  the  historic  principle  that  revenue  from  the  motor 
fuel  tax  should  be  exclusively  devoted  to  the  highway  program. 

The  travel  and  tourism  industry  is  concerned,  however,  about  two 
particular  tax  proposals  that  have  been  included  in  the  economic 
stimulus  plan. 
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Th«  Bn«r9y  Tax 

The  proposed  energy  tax  is  broad  based,  but  treats  oil  differently 
from  other  energy  sources.  By  taxing  oil  at  a  rate  more  than  twice 
as  high  as  all  other  forms  of  energy,  it  would  place  an  especially 
heavy  burden  on  fuel  dependent  industries,  such  as  travel  and 
tourism.  In  fact,  we  submit  that  travel  and  tourism  and  trucking, 
would  probably  suffer  the  most  severe  damage  from  this  proposal . 

Phased  in  over  three  years  beginning  in  July,  1994,  the  proposed 
energy  tax  would  be  25.7  cents  per  million  British  Thermal  Units 
(BTUs)  on  natural  gas,  coal  and  nuclear  power.  For  oil,  however, 
the  tax  would  be  an  additional  34.2  cents  per  million  BTUs,  which 
would  mean  a  total  tax  on  oil  of  59.9  cents  per  million  BTUs,  or 
2.3  times  the  rate  for  all  other  fuels. 

According  the  United  States  Department  of  Energy,  approximately  65% 
of  oil  in  this  country  is  devoted  to  transportation  purposes.  For 
this  reason,  this  oil  surcharge  amounts  to  a  direct  levy  on 
transportation,  in  other  words  on  the  travel  industry.  It  is  a 
thinly  disguised  direct  tax  on  motor  and  jet  fuel. 

Also  according  to  the  Department  of  Energy,  a  tax  of  59.9  cents  per 
million  BTUs  equates  to  a  tax  of  eight  cents  per  gallon  of  refined 
product.  But  according  to  the  American  Petroleum  Institute  (API), 
the  impact  would  be  much  greater  on  motor  and  jet  fuel.  API 
contends  that  because  other  fuels  can  substitute  for  some  uses  of 
oil,  whereas  there  are  no  substitutes  for  oil  as  a  transportation 
fuel,  competitive  forces  will  dictate  that  most  of  the  burden  will 
fall  on  lighter  fuels,  gasoline,  diesel  and  jet  fuel,  at  a  rate 
between  ten  and  fifteen  cents  per  gallon. 

The  projected  impact  of  this  tax  increase  on  that  segment  of  travel 
and  tourism  which  has  recently  suffered  the  heaviest  economic 
losses  —  the  airlines  —  shows  how  devastating  it  could  be. 
According  to  the  Air  Transport  Association,  the  tax  would  increase 
the  cost  of  jet  fuel  from  at  least  $400  million  in  1994  to  as  much 
as  $1.8  billion  in  1996. 

While  the  impact  could  be  mitigated  by  such  modifications  as 
altering  the  phase-in  schedule  and  levying  the  levy  on  refinery 
outputs  (finished  oil  products)  rather  than  inputs  (crude 
petroleum) ,  it  would  still  have  a  disproportionate  impact  on  travel 
and  tourism. 

Other  speakers  before  this  Committee  in  the  days  ahead  will  explain 
how  this  proposed  oil  surcharge  is  regressive,  that  it  penalizes 
those  who  must  often  travel  great  distances  because  of  where  they 
live,  and  those  who  must  depend  on  their  automobiles  for 
transportation  because  convenient  public  transportation  is 
unavailable.  Most  of  all,  it  would  penalize  those  with  lesser 
incomes  who  must  spend  a  higher  proportion  of  their  income  for 
fuel.  We  at  this  time  would  only  concur  with  those  valid  concerns. 

Our  fundamental  objection  is  derived  from  the  nature  of  our 
industry.  Travel  and  tourism,  by  definition,  is  dependent  on 
economical  transportation.  As  we  approach  the  end  of  the  twentieth 
century,  our  transportation  system  depends  on  oil;  there  are  no 
substitutes.  We  must  strongly  oppose  tax  policies  which 
discriminate  against  oil  because  those  tax  policies  discriminate, 
however  inadvertently,  against  travel  and  tourism.  This,  we 
submit,  is  unfair.  This,  as  a  matter  of  government  policy,  puts 
travel  and  tourism  at  a  competitive  disadvantage  in  the 
marketplace. 


The  Business  Meal  and  Entertainment  Deduction 


Of  additional  concern  is  the  proposal  to  reduce  the  deductibility 
of  business  meals  and  entertainment  from  the  current  level  of  80% 
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to  a  lower  level  of  50%.  While  we  support  the  President's  goal  of 
distributing  the  economic  burden  as  equally  as  possible  among  all 
Americans,  this  proposal  would  have  the  opposite  effect.  Like  the 
oil  surcharge,  it  would  have  a  severely  disproportionate  impact  on 
the  travel  and  tourism  industry.  It  would  place  thousands  of  food 
service  jobs  at  risk  because  it  would  discourage  companies  from 
using  business  meals  and  entertainment  as  marketing  tools. 
Currently,  more  than  nine  million  people  are  employed  in  the  food 
service  industry  (those  millions  who  service  local  customers  are 
not  counted  as  travel  and  tourism  employees) ,  including  more  women 
and  minority  managers  than  in  any  other  industry.  Many  of  these 
jobs  represent  a  "safety  net,"  providing  income  for  individuals  who 
have  been  economically  dislocated  by  other  industries. 

The  negative  impact  would  extend  throughout  many  other  segments  of 
travel  and  tourism,  as  reduced  tax  deductions  would  make  business 
trips  more  expensive,  thus  resulting  in  fewer  airline  tickets  being 
bought,  fewer  hotel  rooms  being  used,  fewer  cars  being  rented  and 
fewer  conferences  and  meetings  held  in  convention  centers  and 
elsewhere . 

Although  some  perceive  lowering  the  business  meal  deduction  to  have 
"populist  appeal,"  the  facts  show  that  business  meals  are  far  from 
an  exclusive  "perk"  enjoyed  only  by  the  affluent.  Not  only  are 
such  deductions  widely  claimed  by  small  businesses  and  single 
proprietors,  but  seventy  percent  of  those  who  claim  the  deduction, 
according  to  a  1989  survey,  had  annual  incomes  below  $50,000. 
Furthermore,  that  same  survey  showed  that  seventy-eight  percent  of 
business  lunches  (50%  of  business  dinners)  occur  at  low  and 
moderately  priced  restaurants. 

Finally,  we  suggest  that  it  is  unfair  to  treat  business  meals 
differently  under  the  tax  code  from  other  legitimate  business 
expenses.  Business  meals  are  most  often  simply  another  form  of 
marketing,  often  the  most  efficient  form  of  marketing,  that  should 
be  just  as  deductible  by  a  company  or  an  individual  as  any  other 
marketing  expense. 

Summary  and  Conclusion 

The  United  States  travel  and  tourism  industry  is  striving  to 
recover  from  several  recent  years  of  stagnation.  Major  segments  of 
this  industry,  notably  the  airlines,  have  suffered  enormous  losses 
during  this  period. 

While  travel  and  tourism  commends  the  President's  proposed 
increased  investment  in  our  transportation  infrastructure  and 
applauds  the  commitment  to  use  all  the  Federal  gas  tax  revenue  in 
the  highway  trust  fund  in  1995,  the  industry  is  greatly  concerned 
that  the  proposed  oil  surcharge  and  reduction  in  the  business  meal 
deductibility  will  have  a  severely  negative  and  unfair  impact  on 
its  job  creating  potential  and  economic  growth  prospects. 
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Mr.  Cardin.  Mrs.  McSteen. 

STATEMENT  OF  MARTHA  A.  McSTEEN,  PRESIDENT,  NATIONAL 
COMMITTEE  TO  PRESERVE  SOCIAL  SECURITY  AND  MEDICARE 

Ms.  McSteen.  Thank  you,  Mr.  Chairman.  I  am  Martha  McSteen, 
president  of  the  National  Committee  to  Preserve  Social  Security 
and  Medicare.  I  will  comment  very  briefly  on  taxation  of  benefits, 
Medicare  changes,  entitlements  and  tax  breaks.  The  committee 
supports  the  kind  of  serious  deficit  reduction  proposal  that  the 
President  has  made,  although  we  do  feel  that  senior  citizens  are  at 
this  time  singled  out  to  pay  a  disproportionate  share  of  the  deficit 
reduction. 

The  proposed  cuts  on  top  of  the  proposed  energy  tax  calls  seniors 
to  question  whether  the  economic  plan  is  fair  to  low-  and  middle- 
income  Americans  particularly.  First  let's  talk  about  taxes  on  So- 
cial Security  benefits.  The  President's  plan  would  raise  income 
taxes  on  senior  Americans  with  little  more  than  $25,000  in  income. 
The  proposal  alludes  to  the  1.2  percent  of  American  families  who 
will  have  an  increase  in  their  income  tax  rates,  yet  23  percent  of 
seniors  will  have  an  income  tax  increase. 

If  program  changes  that  could  afiect  the  Social  Security  system 
in  the  future  are  needed  to  adjust  to  cultural  and  financial 
changes,  these  recommendations  can  best  be  made  by  the  Advisory 
Council  on  Social  Security.  The  assumption  underlying  the  Presi- 
dent's proposal  to  tax  up  to  85  percent  of  benefitsis  that  it  would 
move  the  treatment  of  Social  Security  benefits  toward  that  of  a  pri- 
vate pension.  But  Social  Security  benefits  are  not  analogous  to  a 
private  pension.  Unlike  private  pensions,  the  Social  Security  bene- 
fit formula  is  progressive.  There  is  no  comparable  method  of  com- 
paring the  two. 

Second,  let  me  talk  just  a  minute  about  the  Medicare  issues. 
Judged  alone,  the  Medicare  proposals  appear  to  be  more  of  the 
same  kinds  of  proposals  which  Congress  has  rejected  in  the  past. 
The  increases  in  part  B  premiums  will  add  more  than  $150  a  year 
to  all  but  the  poorest  seniors'  health  care  costs  by  1998.  Reductions 
in  payments  to  doctors  and  hospitals  will  exacerbate  the  existing 
payment  differentials  between  Medicare  and  the  private  sector. 

Certainly  the  President's  heart  is  in  the  right  place  on  health 
care  reform,  but,  until  the  overall  health  care  reform  plan  can  be 
evaluated  and  passed  as  a  package,  individual  changes  should  not 
be  enacted. 

Third,  there  are  misconceptions  about  entitlements.  Support  for 
the  current  proposals  would  not  be  as  strong  if  it  weren't  for  the 
erroneous  but  conventional  wisdom  that  entitlement  programs,  like 
Social  Security  and  Medicare  part  A,  are  causing  the  deficit.  A  dec- 
ade ago  there  was  some  truth  to  that  argument,  but  the  Congress, 
with  strong  leadership  from  this  committee,  acted  to  control  Social 
Security  costs. 

The  only  entitlements  in  which  costs  are  currently  rising  as  a 
percentage  of  the  gross  domestic  product  are  the  health  care  enti- 
tlements. Reforming  the  health  care  system  will  bring  both  private 
and  public  health  care  spending  under  control.  To  either  cut  bene- 
fits or  make  more  Social  Security  benefits  liable  for  taxation  now 
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simply  allows  more  of  the  deficit  in  the  general  fund  to  be  financed 
by  the  Social  Security  trust  fund  surplus. 

The  National  Committee  fears  that  this  continued  use  of  Social 
Security  surpluses  to  finance  current  consumption  by  the  Federal 
Government  will  undermine  the  system  and  could  result  in  serious 
problems  when  it  comes  time  to  draw  down  surpluses  to  pay  Social 
Security  benefits  for  the  baby  boom  generation. 

The  significant  attention  to  Social  Security  spending  that  is  fully 
financed  by  payroll  taxes  is  surprising,  given  the  little  scrutiny  to 
those  who  receive  tax  breaks  or  tax  benefits  which  the  Government 
gives  away.  In  fiscal  year  1994,  OMB  estimates  that  tax  benefits 
will  cost  Government  more  than  $479  billion  in  revenue,  which  is 
almost  double  the  projected  deficit.  Exclusion  of  employer  contribu- 
tions for  medical  insurance  premiums  and  pension  contributions  for 
employer  plans  are  examples. 

In  conclusion,  let  me  say  that  the  National  Committee  applauds 
the  efforts  of  the  President  and  Congress  to  reduce  the  deficit,  but 
we  urge  you  to  fully  consider  the  effects  on  seniors  of  increasing 
the  taxation  of  benefits  and  premium  increases.  These  increases, 
along  with  the  proposed  energy  tax,  may  indeed  be  too  burden- 
some. 

Thank  you,  sir. 

[The  prepared  statement  follows:] 
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Statement  of  Martha  McSteen 

President 

National  Committee  to  Preserve  Social  Security  and 

Medicare 

Presented  to: 
Committee  on  Ways  and  Means 
U.S.  House  of  Representatives 

March  16,  1993 

Regarding  the  President's  Economic  Plan 

I  am  Mtiitha  McSlcen,  President  of  the  National  Committee  to  Preserve 
Social  Security  and  Medicare,  which  represents  approximately  six  million 
members  and  supporters— most  of  whom  receive  Social  Security  and  Medicare 
benefits.   1  am  pleased  to  appear  before  the  Ways  and  Means  Committee  today  to 
discuss  tlie  Administration's  budget  proposals.    The  National  Committee  clearly 
supports  the  serious  deficit  reduction  proposal  the  President  has  made.   Yet  we 
feel  that  senior  citizens  arc  singled  out  to  pay  a  disproportionate  share  of  the 
deficit  reduction  principally  through  proposals  to  increase  the  amount  of  Social 
Security  benefits  subject  to  income  taxation  and  to  cut  the  Medicare  program. 

National  Committee  members  understand  that  deficit  reduction  is  not 
painless;  it  requires  shared  sacrifice.    National  Committee  members  appreciate 
the  President's  request  to  look  at  the  whole  package — not  just  the  budget  cuts  and 
tax  increases  that  adversely  impact  seniors. 

When  we  look  at  the  whole  package— these  two  cuts  on  top  of  the  proposed 
energy  tax— we  wonder  whcliier  the  economic  plan  is  fair  lo  all  seniors.   The 
President's  efforls  to  help  low  income  families  hurl  by  parts  of  his  plan  will 
probably  not  do  enough  for  senior  Americans.    Increased  spending  for  the  Low 
Income  Home  Energy^Assistance  Program  and  the  Food  Stamp  program  will 
help  some  low  income  seniors  hurt  by  the  energy  tax,  but  low  income  seniors 
will  benefit  little  from  the  expansion  of  the  earricd  income  lax  credit. 

Increase  Tax  on  Social  Security  Benefits 

The  President's  commitment  to  fairness  needs  to  also  be  refined  with 
respect  to  his  proposal  that  middle  and  upper  income  senior  citizens  pay  an 
average  of  $483  in  additional  taxes  on  their  Social  Security  benefits.   That  means 
middle  and  high  income  seniors  will  pay  more  in  taxes  than  under-age-65 
individuals  with  comparable  incomes. 

While  the  Admini.siralion  proposes  to  raise  income  taxes  on  most 
Americans  only  with  income  over  $100,000,  the  President's  plan  would  raise 
income  taxes  on  senior  Americans  with  little  more  than  $25,000  in  income.    The 
President  said  that  only  1.2  percent  of  America's  families  will  have  an  increase 
in  their  income  tax  rates,  yet  23  percent  of  seniors  will  have  an  income  tax 
increase. 

And  it  will  only  get  worse.   "Bracket  creep"  has  been  eliminated  for  every 
taxpayer  except  Social  Security  beneficiaries.    Every  year  more  and  more 
beneficiaries  have  to  pay  taxes  because  the  thresholds  for  taxing  Social  Security 
benefits  have  not  been  indexed.    As  a  result,  the  Administration's  statement  that 
"maintaining  the  existing  income  thresholds  protects  most  low-  and  middle- 
income  beneficiaries  from  benefit  taxation"'  will  be  less  and  less  true  over  time 
for  older  Americans.    In  {99^,  23  percent  of  beneficiaries  will  pay  tax  on 
benefits.    By  19P8,  30  percent  of  beneficiaries  will  be  paying  tax  on  benefits. 

Most  of  those  who  are  25  loday  can  expect  to  pay  tax  on  benefits  when 
they  retire  under  current  law.    And  because  the  threshold  for  married  couples  is 

'a  Vision  of  Change  for  Ainerir.i.  I'cbruary  17,  1993,  p.  101. 
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only  28  percent  higher  than  that  For  individuals,  married  couples  are  more  lii<cly 
to  pay  tax  on  beneiits,  especially  if  one  is  still  in  the  work  force. 

There  are  iininlcnacd  consequences  of  the  economic  package.  Workers 
are  encouraged  to  save  for  their  retirement  to  supplement  Social  Security.  Now? 
they  are  unexpectedly  being  taxed  if  they  did  what  they  were  encouraged  to  do. 

And  that  is  not  the  only  way  they  lose.    Pension  plans  usually  take  into 
account  what  a  worker  can  expect  to  receive  from  Social  Security,  but  pensions 
won't  be  automatically  adjusted  if  benefits  are  taxed.    In  other  words,  taxing  more 
of  Social  Security  benefits  means  retirees  will  receive  less  in  after  tax  income 
from  their  pensions  and  Social  Security  than  was  planned  and  anticipated. 

The  National  Committee  is  especially  concerned  that  this  proposal  may 
undermine  the  long-term  viability  of  Social  Security.    Solidarity  and  public 
support  for  Social  Security  exists  when  ail  workers  believe  they  are  receiving  a 
reasonable  return  on  their  Social  Security  taxes.    If  program  changes  are  needed 
to  adjust  to  cultural  and  financial  changes,  these  recommendations  should  best 
be  made  by  the  quadrennial  Advisory  Council  on  Social  Security. 

The  a.ssumption  underlying  the  President's  proposal  is  that  taxing  up  to  85 
percent  of  benefits  "would  move  the  treatment  of  Social  Security  and  Railroad 
Retirement  Tier  I  benefits  toward  that  of  a  private  pension. "2  But  Social  Security 
benefits  are  not  analogous  to  a  private  pension. 

Unlike  that  of  private  pensions,  the  Social  Security  benefit  formula  is 
progressive.    In  1994,  the  average  earner  will  receive  approximately  43  percent 
of  his  or  her  average  earnings,  but  the  maximum  earner  will  only  get  25 
percent.    If  a  maximum  earner's  benefit  of  $1,156  in  1994  was  determined  by  the 
same  formula  as  an  average  earner,  his  or  her  benefit  would  be  $2,003  a  month. 
That  is  an  $847  a  month  difference.    There  is  no  comparable  progressivity  in 
calculating  a  private  pension. 

There's  another  reason  why  taxing  Social  Security  should  not  be 
compared  to  taxing  private  pensions.    Under  current  law,  the  government    fully 
taxes  private  pensions  except  for  the  nominal  value  of  the  original  employee 
contribution.    It  does  so  even  though  infiation  means  the  original  contribution  is 
worth  a  lot  more  in  today's  dollars."  In  order  to  correct  this  inequity,  the 
Department  of  the  Treasury  in  1984  proposed  to  exclude  from  taxable  income  not 
only  the  nominal  employee  contribution  to  a  private  pension  but  also  the 
infiation  adjusted  value.    While  this  proposal  was  not  adopted,  the  reasoning 
behind  it  is  still  valid.   Just  because  private  pensions  are  overtaxed  now  doesn't 
mean  that  Social  Security  benefits  also  should  be  overtaxed. 

IVledicare  Cuts 

It  is  harder  to  pass  judgment  on  the  proposed  Medicare  cuts  until  the 
President  presents  his  health  care  reform  plan  in  May.    All  seniors,  except  those 
with  low  income,  will  pay  more  in  Medicare  Part  B  premiums— $150  a  year  more 
by  1998.    Judged  alone,  the  proposals  to  reduce  payments  to  doctors  and 
hospitals  appear  to  be  more  of  the  same  kinds  of  proposals  that  Congress  rightly 
has  rejected  year  after  year.   These  reductions  will  exacerbate  the  existing 
payment  differentials  between  Medicare  and  the  private  sector  which  jeopardize 
health  care  access  for  Medicare  beneficiaries  and  put  pressure  on  health  care 
prices  for  the  private  sector.   That  would  be  a  disaster,  for  seniors  but  and  all 
Americans  concerned  about  access  to  health  care  and  cost  containment. 

Certainly  the  President's  heart  is  in  the  right  place  on  health  care  reform. 
But  unUl  the  overall  health  reform  plan  can  be  evaluated  and  passed  as  a 
package,  individual  changes  that  exacerbate  current  cost  shifting  should  not  be 
enacted. 

Misconceptions  About  Entitlements 

The  first  part  of  my  statement  focused  on  the  specific  administration 
proposals'  to  cut  Social  Security  and  Medicare.  Support  for  these  proposals, 
however,  would  not  be  as  strong  if  it  weren't  for  the  erroneous  but  conventional 
wisdom  that  "entitlement"  programs,  AKA  Social  Security  and  Medicare,  are 
causing  the  deficit.  A  decade  ago,  there  was  some  truth  to  this  argument.  But  the 
Congress  with  strong  leadership  from  this  Committee  acted  to  control  Social 
Security  costs. 

The  only  entitlements  in  which  costs  are  currently  rising  as  a  percentage 
of  the  Gross  Domestic  Product  are  the  health  care  entitlements.   As  this 
Committee  well  knows,  rising  costs  for  federal  health  care  entitlements,  such  as 

2a  Vision  of  Change  for  America,  p. lOI. 
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Medicare  and  Medicaid,  are  primarily  driven  by  rising  heaitii  costs.  Reforming 
the  health  care  system  will  bring  both  public  and  private  health  spending  under 
control. 

Social  Security  and  other  social  insurance  programs  pay  benefits  on  the 
basis  of  earned  rights  through  years  of  contributions.    Beneficiaries  have  earned 
their  entitlement.    Social  Security  is  self-funded.   Advocates  of  reducing  Social 
Security  benefits  assume  workers  would  willingly  pay  the  Social  Security  payroll 
tax  even  if  the  surplus  was  diverted  to  pay  for  non  Social  Security  programs. 
That  is  not  the  case. 

Social  Security  is  now  turning  a  profit  for  the  federal  government— $55 
billion  this  year.    Every  dollar  of  the  Social  Security  trust  fund  surplus  goes  to 
finance  the  deficit  in  the  general  fund.    The  proposed  increase  in  taxation  of 
Social  Security  benefits  is  not  needed  because  Social  Security  is  not  adding  to  the 
deficit. 

To  either  cut  benefits  or  make  more  Social  Security  benefits  liable  for 
taxation  now  simply  allows  more  of  the  deficit  in  the  general  fund  to  be  financed 
by  the  Social  Security  trust  fund  surplus.   The  National  Committee  fears  that  this 
continued  use  of  Social  Security  surpluses  to  finance  current  consumption  by  the 
federal  government  will  undermine  the  system  and  could  result  in  serious 
problems  when  it  comes  time  to  draw  down  surpluses  to  pay  Social  Security 
benefits  for  the  baby  boom  generation. 

The  significant  attention  to  Social  Security  spending  that  is  actually 
financed  by  payroll  taxes  is  surprising  given  the  little  scrutiny  given  to  those 
who  receive  tax  breaks  or  tax  benefits  which  the  government  gives  away.    In 
fiscal  year  1994,  0MB  estimates  that  lax  benefits  will  cost  the  government  $479 
billion  in  revenue,  which  is  almost  double  the  projected  deficit,    incidentally,  it  is 
also  over  $200  billion  more  than  Social  Security  is  spending.    And  unlike  Social 
Security  spending  which  is  progressive,  those  who  benefit  from  tax  breaks  are 
more  likely  to  have  high  inconic.    These  tax  breaks  also  are  worth  more  to 
higher  income  individuals  who  are  in  marginal  tax  brackets  of  28  or  31  percent 
or  higher  under  the  President's  proposal. 

What  Windfall 

Cutting  back  on  Social  Security  benefits,  especially  for  higher  income 
beneficiaries,  is  frequently  justified  as  reducing  the  so  called  "windfall"  that 
today's  Social  Security  beneficiaries  receive.    By  windfall,  most  critics  mean  that 
beneficiaries  receive  more  in  benefits  than  they  (and  their  employers)  have 
contributed.    Beneficiaries  have  not  "earned"  their  benefits  according  to  this 
argument  and  should  stop  fighting  the  cuts  being  proposed. 

Beneficiaries,  however,  wonder  why  they  should  become  victims  of 
arbitrary  retroactive  accounting.   They  paid  the  taxes  required  of  them  at  the  time 
to  earn  benefits.   And  Congress  wanted  benefits  to  be  adequate.   As  a  result,  the 
poverty  rate  of  seniors  today  is  only  12  percent.   Without  Social  Security,  almost 
half  of  all  seniors  would  be  considered  poor. 

The  so-called  windfall  for  the  worker  retiring  today  is  grossly 
exaggerated.    If  both  the  employer  and  employee  tax  are  considered,  the  windfall 
for  workers  retiring  today  is  small  compared  to  workers  retiring  ten  or  twenty 
years  ago,  and  workers  retiring  in  ten  years  will  have  little  or  no  windfall  at  all.-^ 
Yet  the  taxation  of  Social  Security  benefits,  which  will  affect  future  beneficiaries 
even  more  than  today's  beneficiaries,  is  being  justified  on  the  basis  of  today's 
supposed  windfall. 

Conclusion 

The  National  Committee  applauds  the  efforts  of  the  President  and  Congress 
to  reduce  the  deficit,  but  we  urge  you  to  fully  consider  the  effects  on  seniors  of 
increasing  the  taxation  of  benefits  and  premium  increases.    These  increases, 
along  with  the  proposed  energy  tax,  may  indeed  be  too  burdensome.   We  don't 
believe  that  it  is  the  President's  intention  for  one  group,  senior  citizens,  to  pay 
such  a  disproportionate  share  of  the  sacrifice  he  has  asked  of  all  Americans. 


^Robert  J.  Myers  and  Bruce  D.  Schobel,  "An  Updated  Moneys-Worth  Analysis  of  Social 
Security  Retirement  Benefits,"  Tran.saclions  of  the  Society  of  Acliiaries,  Vol.  XI.IV, 
forlliconiing. 
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Mr.  Cardin.  Let  me  thank  all  of  our  panelists.  As  you  may  have 
heard,  the  bells  have  gone  off,  which  means  that  some  of  our  col- 
leagues had  to  leave  in  order  to  vote  on  the  floor.  For  different  rea- 
sons, each  of  you  have  expressed  some  concerns  about  the  Presi- 
dent's package. 

I  am  wondering  whether  you  have  any  specific  changes  you 
would  like  to  see  made  that  would  not  increase  the  deficit  as  cal- 
culated by  CBO,  and  if  you  do,  I  would  appreciate  being  specific 
and  not  just  saying  cut  spending  or  something  like  that,  if  you 
would  give  us  a  specific  suggestion  or  change  that  you  would  like 
to  see. 

I  note,  Mr.  Zah,  you  indicated  you  would  like  to  see  more  incen- 
tive. The  President  has  certain  incentives  in  his  package  that  I 
would  think  could  be  very  helpful,  the  investment  tax  credit  or  the 
enterprise  zones  or  the  small  business  credit. 

If  you  would  like  to  see  more,  how  are  we  going  to  pay  for  it? 
I  guess  I  will  just  give  you  a  general  question,  how  would  you  im- 
prove the  package,  any  one  of  you,  but  yet  not  add  to  the  deficit? 

Mr.  Keating.  I  will  be  happy  to  take  a  crack  at  that. 

Mr.  Cardin.  I  knew  that  you  would,  Mr.  Keating. 

Mr.  Keating.  Well,  first  I  would  scrap  all  the  tax  increases  in 
the  package  and  I  would  also  scrap  the  stimulus  investment  spend- 
ing and  that  would  take  a  good  bite  out  of  the  deficit.  But  even  in 
the  testimony  here  today 

Mr.  Cardin.  That  would  still  add  significantly — using  the  CBO 
figures,  if  we  scrapped  all  the  revenue  provisions  and  scrapped  all 
the  stimulus  package,  it  would  increase  the  deficit  significantly 
over  what  the  Clinton  proposal  would  do. 

Mr.  Keating.  Right.  That  is  just  step  one.  We  are  glad  to  see  the 
defense  spending  cuts  the  President  has  proposed.  We  would  still 
like  to  see  the  details,  but  we  think  the  size  of  them  are  certainly 
in  order  and  we  would  support  that.  We  support  a  lot  of  the  other 
provisions  in  his  package,  especially  those  that  curtail  business 
subsidies  and  subsidies  that  hurt  the  environment.  We  are  100  per- 
cent in  support  of  those  proposals.  The  Social  Security  package,  as 
I  mentioned  in  the  testimony,  could  be  improved  by  the  statement 
given  to  each  beneficiary. 

We  have  also  recommended  changes  in  Federal  pensions,  such  as 
raising  the  retirement  age.  We  also  think  it  would  be  better  to 
move  toward  a  defined  contribution  plan  rather  than  a  defined  ben- 
efit plan  that  we  have  today.  That  would  give  people  that  work  in 
the  bureaucracy  an  incentive  to  help  create  economic  growth  with 
the  actions  that  they  take,  within  the  law  of  course. 

Also  in  my  written  testimony,  we  suggest  that  instead  of  raising 
the  tax  rate  on  health  insurance  for  Medicare,  Congress  should 
raise  the  deductible  for  Medicare  based  on  income.  There  is  no  rea- 
son why  someone  like  Ross  Perot,  for  example — I  don't  know  his 
age,  but  when  he  is  old  enough — he  certainly  doesn't  need  Medicare 
to  pay  his  health  costs  so  we  think  it  would  be  a  good  idea  to  have 
a  deductible  for  Medicare  based  on  income. 

The  Tax  Code,  for  example,  says  that  your  medical  expenses 
have  to  exceed  7.5  percent  of  your  income  before  you  can  claim  a 
deduction.  Perhaps  7.5  percent  is  a  good  figure  after  $50,000  of  in- 
come. 
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Those  are  just  some  of  the  proposals  we  could  suggest.  Congress 
could  also  abolish  many  other  business  subsidies,  including  the  ag- 
ricultural subsidies. 

Mr.  Cardin.  We  are  going  to  have  to  adjourn  the  hearing.  I  in- 
vite any  of  the  other  members  of  the  panel  to  submit  specifics.  We 
would  very  much  appreciate  your  help  in  trying  to  deal  with  im- 
proving the  President's  package,  but  we  would  urge  in  any  sugges- 
tions that  you  bring  forward  that  the  net  impact  would  be  at  least 
as  strong  on  deficit  reduction,  if  not  stronger. 

I  do  apologize  that  we  are  not  going  to  be  able  to  continue  the 
hearing  at  this  point  because  of  the  requirements  to  be  on  the  floor 
for  voting.  I  want  to  thank  the  panel  for  their  participation  and  as- 
sure you  that  your  full  statements  will  be  closely  scrutinized  by  the 
Ways  and  Means  Committee.  Thank  you  all  very  much. 

[Whereupon,  at  1:55  p.m.,  the  committee  was  adjourned,  to  re- 
convene at  10  a.m.,  Wednesday,  March  17,  1993.] 


PRESroENT  CLINTON'S  PROPOSALS  FOR  PUB- 
Lie  INVESTMENT  AND  DEFICIT  REDUCTION 


WEDNESDAY,  MARCH  17,  1993 

House  of  Representatives, 
Committee  on  Ways  and  Means, 

Washington,  DC. 

The  committee  met,  pursuant  to  call,  at  10  a.m.,  in  room  1100, 
Longworth  House  Office  Building,  Hon.  Dan  Rostenkowski  (chair- 
man of  the  committee)  presiding. 

Chairman  Rostenkowski.  Good  morning.  Today  we  continue  our 
series  of  hearings  on  President  Clinton's  economic  and  deficit  re- 
duction plan.  First,  we  will  hear  from  two  Members  of  Congress  on 
their  views  of  the  President's  package,  then  we  will  receive  testi- 
mony from  the  Secretary  of  State  of  the  Commonwealth  of  Puerto 
Rico.  Then  we  will  hear  from  several  professional  associations  that 
have  a  particular  interest  in  the  passage  of  the  administration's  tax 
laws,  including  the  American  Bar  Association,  the  American  Insti- 
tute of  Certified  Public  Accountants. 

In  addition,  we  will  hear  from  a  panel  of  major  business  and 
trade  associations.  We  expect  that  they  will  address  the  various 
business  provisions  of  the  President's  plan,  including  the  invest- 
ment tax  credit,  the  research  and  development  tax  credit,  and  pro- 
posed changes  to  the  alternative  minimum  tax. 

Further,  we  will  hear  from  the  representatives  of  our  Nation's 
ports  and  waterways  and  from  those  who  use  our  waterways  to 
ship  commodities.  These  witnesses  are  expected  to  testify  about  the 
administration's  proposed  increase  in  inland  waterways  fees. 

It  is  a  pleasure  for  me  at  this  time  to  welcome  the  Honorable 
Eleanor  Holmes  Norton,  a  Member  of  Congress  from  the  District  of 
Columbia.  Eleanor,  welcome  to  the  committee.  If  you  are  ready  to 
proceed,  the  committee  is  ready  to  take  your  testimony. 

STATEMENT  OF  HON.  ELEANOR  HOLMES  NORTON,  DELEGATE 
TO  CONGRESS  FROM  THE  DISTRICT  OF  COLUMBIA 

Ms.  Holmes.  I  am,  Mr.  Chairman,  and  thank  you  very  much.  I 
am  happy  to  support  the  permanent  extension  of  the  alternative 
minimum  tax  exception  for  contributions  of  appreciated  tangible 
property  to  charitable  organizations  which  I  shall  henceforth  refer 
to  as  AMT  in  my  testimony  . 

I  am  not  here  only  because  I  am  an  unapologetic  art  lover  and 
a  member  of  the  Congressional  Arts  Caucus  or  because  I  am  still 
a  law  professor  and  believe  that  universities  need  and  deserve  this 
change. 
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Actually  I  became  interested  in  this  tax  deduction  literally  by 
reading  some  materials  on  the  flight  of  art  from  the  United  States. 
Although  the  District  of  Columbia  is  the  home  of  great  art  muse- 
ums, I  had  never  been  lobbied  on  this  issue.  This  is  not,  of  course, 
the  kind  of  tax  break  that  most  readily  comes  to  mind  in  a  district 
that  has  more  than  its  share  of  poor  people.  However,  it  should 
come  to  mind.  If  there  continues  to  be  a  structural  decline  in  the 
collections  of  the  great  museums  and  donations  of  property  to  uni- 
versities, many  more  than  the  rich  will  be  affected. 

In  the  District  of  Columbia  alone  there  are  30  museums  and  13 
colleges  and  universities  whose  ability  to  attract  donations  of  arti- 
facts and  other  gifts  in  turn  provides  them  with  the  ability  to  pro- 
vide jobs  that  drive  vital  sectors  of  our  economy,  such  as  tourism 
and  education.  If  wealthy  taxpayers  must  donate  art  stocks  and 
real  estate  to  nonprofit  groups  at  a  tremendous  loss  to  themselves 
because  the  tax  deduction  is  based  on  the  original  purchase  price 
rather  than  the  current  market  value,  there  is  an  almost  irresist- 
ible economic  imperative  to  go  elsewhere. 

Any  focus  on  the  benefit  to  rich  people  alone  misses  the  mark. 
Of  course,  the  wealthy  benefit  from  tax  breaks.  The  benefit  to  the 
wealthy  is  obvious,  and  I  must  say  classically  American  in  our 
economy.  There  is  a  critical  missing  part  of  the  equation  that  looks 
only  to  the  benefactor,  however.  The  largest  number  of  bene- 
ficiaries of  the  expansion  of  the  AMT  would  be  American  museums, 
universities,  and  conservation  groups. 

What  of  the  harm  done  in  denying  the  permanent  extension?  The 
harm  has  been  precipitous  and  dangerous.  It  was  as  if  the  Con- 
gress had  set  out  to  force  the  United  States  to  become  a  third-rate 
art  repository  by  driving  great  art  works,  native  and  otherwise,  off- 
shore. Did  Congress  really  mean  the  National  Museum  of  Art  to 
have  a  90-percent  reduction  in  gifts  in  a  single  year  between  1990 
and  1991?  Was  our  intention  that  the  Los  Ajngeles  Museum  of  Art 
in  the  first  half  of  1992  under  relaxed  restrictions  attract  art  worth 
$13.2  million,  while  in  the  second  half  under  stricter  rules  only  $4 
million  in  gifts  were  donated?  Surely  we  did  not  intend  that  the 
Hirschhom  Museum  receive  36  contributions  in  1991  under  the 
more  favorable  tax  conditions  as  compared  with  only  8  in  1990  or 
that  the  National  Portrait  Gallery  here  receive  494  gifts  in  1991  as 
compared  to  only  68  in  1990.  Seldom  has  a  single  change  in  the 
Tax  Code  had  such  a  dramatically  harmful  and  immediate  effect. 
According  to  the  American  Association  of  Museums,  donations  fell 
by  more  than  80  percent. 

Nor  do  I  agree  with  critics  who  say  that  this  provision  does  not 
belong  in  a  stimulus  plan.  In  effect,  unless  this  change  is  made  per- 
manent, we  are  asking  museums  which  are  already  struggling  to 
meet  daily  operating  expenses  to  divert  funds  to  acquisitions  rather 
than  to  employ  people.  Even  the  great  Smithsonian  for  the  first 
time  has  resorted  to  putting  out  donation  boxes  to  beg  funds  from 
the  public  that  has  always  supported  it  through  Grovemment  ap- 
propriations alone. 

There  is  palpable  good  at  stake  here.  The  AMT  has  shown  its 
enormous  power  to  attract  gifts  of  art  to  the  public  domain  for  the 
benefit  of  all  and  other  assets  from  private  hands  for  public  good. 
Beyond  the  AMTs  power,  the  most  recent  experience  demonstrates 
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that  AMT  is  quite  simply  indispensable  to  the  viabiUty  of  many 
vital  institutions  in  this  country.  The  estimated  $295  million  in  for- 
gone revenue  over  the  next  5  years  is  a  pittance  by  comparison. 
The  18-month  window  of  opportunity  during  which  dramatic  in- 
creases in  donations  to  art  museums  occurred  is  the  best  before 
and  after  snapshot  of  public  policy  effects  I  have  seen  in  a  long 
time.  It  speaks  volumes  for  itself. 

The  Tax  Reform  Act  of  1986  was  a  good  law.  It  was  not  a  perfect 
law,  as  I  think  the  outcomes  I  have  described  amply  illustrate.  Un- 
like the  situation  in  many  industrialized  European  and  Asian  coun- 
tries, in  this  country  relatively  few  public  subsidies  exist.  However, 
Americans  have  allowed,  even  welcomed,  tax  incentives  as  a  way 
to  accomplish  at  least  some  of  the  income  and  benefit  transfer  that 
otherwise  simply  would  not  occur.  No  tax  reform  should  be  so 
sweeping  as  to  do  active  harm  to  universities,  museums,  and  simi- 
lar vital  institutions.  That  has  been  the  unintended  effect  of  the 
1986  provision.  I  believe  that  the  President  has  found  the  right 
remedy,  and  I  strongly  urge  its  permanent  extension.  Thank  you, 
Mr.  Chairman. 

[The  prepared  statement  follows:] 
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STATEMENT  OF  CONGRESSWOMAN  ELEANOR  HOLMES  NORTON 

BEFORE  THE  HOUSE  COMMITTEE  ON  WAYS  AND  MEANS  IN  SUPPORT  OF 

PRESIDENT  CLINTON'S  PROPOSAL  TO  MAKE  PERMANENT  THE 

ALTERNATIVE  MINIMUM  TAX  EXCEPTION  FOR  CONTRIBUTIONS  OF 

APPRECIATED  TANGIBLE  PROPERTY  TO  CHARITABLE  ORGANIZATIONS 

March  17,  1993 

I  am  here  to  strongly  support  the  permanent  extension  of  the  Alternative  Minimum 
Tax  Excq>tion  for  Contributions  of  Appreciated  Tangible  Property  to  Charitable 
Organizations  (AMT).   I  am  here  not  only  because  I  am  an  unapologetic  lover  of  art  and  a 
member  of  the  Congressional  Arts  Caucus  or  because  I  am  still  a  law  professor  and  believe 
that  universities  need  and  deserve  this  change.   I  am  here  to  urge  the  Committee  to  support 
the  President's  extension  proposal  and  thus  to  correct  a  provision  of  the  tax  code  that  had 
good  intentions  but  has  produced  unintended  bad  effects. 

Actually,  I  became  interested  in  this  tax  deduction  literally  while  reading  some 
.materials  on  the  flight  of  art  from  museums  and  even  from  the  United  States.   Although  the 
District  of  Columbia  is  the  home  of  great  art  museums,  I  had  never  been  lobbied  on  this 
issue.   This  is  not,  of  course,  the  kind  of  tax  break  that  most  readily  comes  to  mind  in  a 
district  that  has  more  than  its  share  of  poor  people.  However,  it  should  come  to  mind.   If 
there  continues  to  be  the  serious  structural  decline  in  the  collections  of  the  great  museums 
and  donations  of  property  to  universities,  many  more  than  the  rich  will  be  effected. 

In  the  District  of  Columbia  alone  there  are  30  museums  and  13  colleges  and 
universities,  whose  ability  to  attract  donations  of  artifacts  and  other  gifts  in  turn  provides 
them  with  the  capacity  to  provide  jobs  that  drive  vital  sectors,  such  as  tourism  and  education. 
If  wealthy  tax  payers  must  donate  art,  stocks,  and  real  estate  to  non-profit  groups  at  a 
tremendous  loss  to  themselves  because  the  tax  deduction  is  based  on  the  original  purchase 
price  rather  than  the  current  market  value,  there  is  an  almost  irresistible  economic  imperative 
for  gifts  to  go  elsewhere. 

Any  focus  on  the  benefit  to  rich  people  alone  misses  the  mark,  however.  It  goes 
without  saying  that  the  wealthy  benefit  from  tax  breaks,  a  classically  American  feature  of  our 
economy.  There  is  a  critical  missing  part  of  the  equation  that  looks  only  to  the  benefactor, 
however.  The  largest  number  of  beneficiaries  of  the  permanent  extension  of  the  AMT  would 
be  American  museums,  universities  and  conservation  groups. 

What  of  the  harm  in  denying  the  permanent  extension  of  the  alternative  minimum  tax 
exception?  The  harm  has  already  been  precipitous  and  dangerous.  It  was  as  if  the  Congress 
had  set  out  to  force  the  United  States  to  become  a  third  rate  art  repository  by  driving  great 
works  of  art,  native  and  otherwise,  off  shore.  Did  Congress  really  mean  the  National 
Museum  of  Art  to  have  a  90%  reduction  in  gifts  in  the  single  year  between  1990  and  1991? 
Was  it  our  intention  that  the  Los  Angles  Museum  of  Art  in  the  first  half  of  1992  under 
relaxed  restrictions  attract  art  worth  $13.2  million,  while  in  the  second  half  under  stricter 
rules,  only  $4  million  in  gifts  were  donated?  Surely,  we  did  not  intend  that  the  Hirshhom 
Museum  receive  36  contributions  in  1991,  under  the  more  favorable  tax  conditions,  as 
compared  with  only  8  in  1990,  or  that  the  National  Portrait  Gallery  receive  494  gifts  in 
1991,  as  compared  with  only  68  in  1990.  Seldom  has  a  single  change  in  the  tax  code  had 
such  dramatically  harmful  and  immediate  effects.   According  to  the  American  Association  of 
Museums,  donations  to  its  member  institutions  fell  by  more  than  80%. 

Nor  do  I  agree  with  critics  who  say  that  this  provision  does  not  belong  in  a  stimulus 
plan.   In  effect,  unless  this  change  is  made  permanent,  we  are  asking  museums  that  are 
already  struggling  to  meet  daily  operating  expenses  to  divert  funds  to  acquisitions  rather  than 
to  employ  people.   Even  the  great  Smithsonian  for  the  first  time  has  resorted  to  putting  out 
donation  boxes  to  beg  funds  firom  the  public  which  has  always  supported  it  through 
government  appropriations  alone. 

There  is  a  palpable  public  good  at  stake  here.   The  AMT  has  shown  its  enormous 
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power  to  attract  gifts  of  art  to  the  public  domain  for  the  benefit  of  all  and  other  assets  from 
private  hands  for  public  good.  Beyond  the  power  of  the  AMT,  the  most  recent  experience 
has  definitively  demonstrated  that  the  AMT  is  indispensable.  The  estimated  $295  million  in 
foregone  revenue  over  the  next  five  years  is  a  pittance  by  comparison  to  the  public  benefits. 
The  18-month  window  of  opportunity  during  which  dramatic  increases  in  donations  to  art 
museums  occurred  is  the  best  before-and-after  snapshot  of  public  policy  effects  I  have  seen 
in  a  long  time.   It  speaks  volumes  for  itself. 

The  Tax  Reform  Act  of  1986  was  a  good  law.   It  was  not  a  perfect  law,  as  I  think  the 
outcomes  I  have  described  amply  illustrate.    Unlike  the  situation  in  many  industrialized 
European  and  Asian  nations,  in  this  country  relatively  few  direct  public  subsidies  exist. 
However,  Americans  have  allowed,  even  welcomed,  tax  incentives  as  a  way  to  accomplish  at 
least  some  of  the  income  and  benefit  transfers  that  otherwise  simply  would  not  occur.   No 
tax  reform  in  this  country  should  be  so  sweeping  as  to  do  active  harm  to  universities, 
museums  and  similar  institutions.   This  has  been  the  unintended  effect  of  AMT.   I  believe 
that  the  President  has  found  the  right  remedy,  and  I  strongly  urge  permanent  extension. 
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Chairman  Rostenkowski.  Are  there  any  questions  of  Ms.  Nor- 
ton? If  not,  thank  you  very  much  for  your  participation. 

The  Honorable  Carlos  Romero-Barcelo.  Is  it  possible,  Mr.  Con- 
gressman, that  we  put  the  Secretary  of  State  on  with  you  or  would 
you  prefer  to 

Mr.  Romero-Barcelo.  I  have  no  problem  at  all. 

Chairman  ROSTENKOWSKI.  Mr.  Secretary,  the  Honorable  Baltasar 
Corrada  Del  Rio,  the  Secretary  of  State.  Carlos,  if  you  are  ready 
to  go,  we  are  ready. 

STATEMENT  OF  HON.  CARLOS  A.  ROMERO-BARCELO, 
RESIDENT  COMMISSIONER  IN  CONGRESS  FROM  PUERTO  RICO 

Mr.  Romero-Barcelo.  Yes,  we  are  ready. 

Mr.  Chairman,  members  of  the  Ways  and  Means  Committee,  I 
am  here  today  as  the  sole  elected  representative  in  Congress  of  3.6 
million  U.S.  citizens  in  Puerto  Rico,  six  times  the  number  of  con- 
stituents represented  by  any  other  Congressman.  I  appear  before 
you  to  address  those  provisions  of  President  Clinton's  deficit  reduc- 
tion and  economic  stimulus  proposal  that  will  impact  on  all  50 
States  and  on  Puerto  Rico.  Specifically,  the  proposed  changes  to 
section  936  of  the  Internal  Revenue  Code  will  have  a  particular  ef- 
fect on  Puerto  Rico. 

This  committee  meets  at  a  time  when  a  climate  of  fear  exists 
among  the  people  of  our  island.  A  great  deal  of  that  fear  has  been 
stimulated  and  created  by  a  group  of  federally  tax-exempt  corpora- 
tions and  their  special  interest  tax-exempt  organizations,  such  as 
the  Puerto  Rico  Manufacturers'  Association,  which  would  have  our 
people  believe  that  our  economy  and  its  development  depend  exclu- 
sively on  section  936.  Have  you  noticed  the  full-page  advertise- 
ments by  these  corporations?  If  you  believe  them,  you  would  think 
that  the  salvation  and  future  of  Puerto  Rico  hinges  on  not  making 
any  changes  whatsoever  to  section  936.  In  other  words,  that  those 
corporations  which  now  earn  billions  of  tax-exempt  dollars  be  al- 
lowed their  free  ride  forever,  while  small  businesses,  the  hard- 
working middle  class,  and  the  low-income  families  are  asked  to 
bear  the  burden. 

As  some  of  you  know,  I  am  a  former  two-term  mayor  of  San  Juan 
and  a  former  two-term  Governor  of  Puerto  Rico.  In  two  decades  of 
public  service,  never  have  I  witnessed  such  a  torrent  of  wild  claims, 
distortions,  and  exaggerations  of  the  real  impact  of  any  proposed 
changes  in  the  existing  section  936  of  the  Internal  Revenue  Code. 

And  you  will  undoubtedly  hear  more  of  them  in  the  coming 
weeks  and  months. 

It  is  against  this  backdrop,  against  the  fact  that  many  of  these 
tax-exempt  corporations,  their  special  interest  tax-exempt  founda- 
tions, and  their  Washington-based  lobbyists  who  will  pursue  an  in- 
credibly massive  effort  to  retain  their  free  ride  under  section  936, 
that  I  appear  today. 

I  am  here  today  in  the  spirit  of  our  Nation's  democratic  process 
which,  simply  put,  allows  negotiation  and  compromise  through  the 
legislative  process,  including  the  deliberations  of  this  committee  on 
President  Clinton's  proposed  changes  to  936. 

It  is  clear  that  President  Clinton  wants  his  economic  package 
adopted  without  any  changes,  and  support  I  him  strongly.  How- 
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ever,  we  must  not  lose  sight  of  the  fact  that  pursuant  to  the  prin- 
ciple of  no  taxation  without  representation,  the  Federal  Govern- 
ment has  never  collected  income  taxes  in  Puerto  Rico.  This  will  be 
the  first  time  in  our  history  that  income  taxes  will  be  collected  in 
Puerto  Rico. 

There  is  a  misconception  that  there  are  no  Federal  taxes  paid  in 
Puerto  Rico.  There  are.  There  are  excise  taxes,  there  are  other 
taxes  paid  in  Puerto  Rico  which  amount  to  approximately  $1.9  bil- 
lion a  year.  We  do  pay  Federal  taxes,  but  not  Federal  income  taxes 
from  sources  within  Puerto  Rico. 

On  March  2,  I  wrote  to  President  Clinton  setting  forth  several 
suggestions  as  to  how  936  could  be  altered  with  a  positive  outcome 
for  the  local  and  the  national  economy  as  well.  I  called  to  the  Presi- 
dent's attention,  as  I  call  to  your  attention  today,  the  need  to  enact 
amendments  to  936  which  will  help  accomplish  our  goals  of  Federal 
deficit  reduction  and,  at  the  same  time,  put  an  end  to  the  severe 
and  untenable  discrimination  against  the  people  of  Puerto  Rico  in 
the  health  care  program  now  known  as  Medicaid. 

I  want  to  underscore  here  that  we  are  talking  about  health  care, 
not  welfare.  Health  care  is  different.  Health  care  is  an  investment 
in  the  future,  it  is  taking  care  of  the  children,  it  is  taking  care  of 
widows,  it  is  taking  care  of  people  who  cannot  afford  to  pay  a  doc- 
tor and  have  a  health  plan. 

Puerto  Rico  is  the  only  100  percent  Hispanic  State-like  jurisdic- 
tion in  the  Nation.  At  3.6  million,  our  population  is  almost  exactly 
equal  to  that  of  the  average  State,  and  our  entire  population  of 
U.S.  citizens  is  devoid  of  Medicaid  coverage.  We  have  more  popu- 
lation than  26  States  of  the  Union. 

Can  you  imagine  if  there  were  any  area  in  this  country  where 
there  were  3.6  million  African-Americans,  U.S.  citizens  or  3.6  mil- 
lion Jews,  U.S.  citizens  that  were  not  treated  equally  under  the 
health  care  program,  can  you  imagine  the  uproar  and  the  pressure 
and  the  request  in  this  Congress  and  to  the  White  House? 

I  would  like  to  share  the  text  of  my  letter  to  the  President  with 
you  today,  and  I  have  attached  a  copy  to  the  appendix  of  this  state- 
ment. My  letter  to  the  President  states  as  follows: 

Dear  Mr.  I*resident:  Your  State  of  the  Union  address  has  given  hope  and  con- 
fidence to  people  from  all  wadks  of  life  throughout  America.  Our  plan  will  give  us 
a  means  to  put  our  economic  house  in  order  and  make  sure  that  our  children  and 
their  children  will  be  able  to  live  the  American  dream. 

As  you  express  in  your  message,  these  are  good  things  for  all.  There  is  some  pain, 
and  we  in  Puerto  Rico  will  be  participating  in  both  the  benefits  and  the  pain. 

As  part  of  your  economic  plan,  the  until  now  tax-exempt  936  companies  will  be 
subject  to  a  tax  credit  limitation  of  65  percent  of  their  payroll. 

Pursuant  to  your  plan,  Puerto  Rico  will  for  the  first  time  be  contributing  to  the 
Federal  Treasury  with  revenue  collected  from  income  earned  in  Puerto  Rico. 

The  U.S.  citizens  of  Puerto  Rico,  for  the  first  time,  are  being  asked  to  share  in 
the  burden  of  putting  this  Nation's  economy  in  order. 

Mr.  President,  we  cannot  argue  with  the  fairness  of  your  proposal,  but  we  can  ask 
that  you  share  with  us  our  concern  for  the  impact  such  a  change  could  have  in  Puer- 
to Rico  and  help  to  make  sure  that  the  changes  you  propose  will  create  a  new  eco- 
nomic relationship  that  will  be  beneficial  to  Puerto  Rico  as  well  as  for  the  rest  of 
the  Nation. 

Allow  me,  therefore,  to  make  the  following  suggestions  so  that  you  may  not  only 
move  forward  your  plan,  but  also  at  the  same  time  allow  Puerto  Rico  room  to  adjust 
to  the  new  conditions  by  providing  more  opportunity  to  create  new  jobs  and  thus 
meet  with  your  objective. 
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(1)  In  the  first  place,  the  amendment  of  936  Umiting  the  tax  credit  shovdd  be  re- 
vised and  expanded  from  65  percent  to  100  percent  of  payroll,  and  also  the  time  pe- 
riod of  the  phase-out  to  be  increased  from  three  to  ten  years.  These  changes  main- 
tain the  basic  incentive  package  you  have  proposed,  but  modify  the  extension  of 
phase-in  period  and  percentage  applied  to  wage  credit. 

(2)  For  those  corporations  that  are  capital  intensive  rather  than  labor  intensive, 
and  whose  pajT^jll  is  low  compared  to  their  net  income,  I  suggest  that  the  Federal 
income  allow  an  alternate  investment  tax  credit  for  new  corporations,  which  are 
building  facilities  and  creating  new  jobs  in  Puerto  Rico.  For  those  corporations  al- 
ready established,  the  incentives  would  be  subject  to  the  creation  of  new  jobs  and 
building  of  new  faciUties.  These  alternate  incentives  would  create  new  stimulus  for 
investment  and  will  stimulate  growth. 

The  proposed  amendment  to  section  936  has  allowed  vested  interests  to  create  an 
atmosphere  of  hysteria  among  the  industrial  sector,  fostered  by  those  individuals 
and  corporations  who  refuse  to  contribute  in  any  way  to  the  solution  of  the  Nation's 
problems  and  who  resist  any  kind  of  change. 

We  fully  understand  the  source  of  the  hysteria,  but  we  must  face  the  reality  that 
the  widespread  lack  of  understanding  creates  fear  in  the  average  citizen  which  in 
turn  undermines  the  economic  well-being  of  Puerto  Rico. 

There  is  fear  that  jobs  may  be  lost  and  no  alternatives  are  being  offered  to  sub- 
stitute the  incentives  we  now  have. 

To  calm  these  fears  and  to  make  sure  that  your  plan  is  possible  in  every  respect, 
that  it  is  both  good  for  the  Nation  and  good  for  Puerto  Rico,  let  me  suggest  that 
the  Federal  Government  compensate  Puerto  Rico  directly  for  the  income  tax  burden 
that  is  being  imposed  on  us  for  the  first  time  in  our  history. 

There  are  currently  3.6  million  American  citizens  in  Puerto  Rico  that  are  being 
deprived  of  the  fiill  benefits  that  Medicaid  provides.  This  health  safety  net,  on  the 
U.S.  mainland,  is  extended  to  all  U.S.  citizens.  Aliens  in  the  50  States  are  also  cov- 
ered by  Medicaid.  At  the  same  time,  the  U.S.  citizens  in  Puerto  Rico  who  would 
qualify  because  of  their  low  income  are  denied  this  opportunity. 

Mr.  President,  are  you  aware  that  even  the  veterans  of  Puerto  Rico  and  their  im- 
mediate relatives,  those  who  gallantly  served  the  Nation  and  the  families  of  Puerto 
Rican  soldiers  who  died  in  defense  of  our  Nation  are  denied  coverage  under  Medic- 
aid? 

Mr.  President,  is  this  fair? 

In  Puerto  Rico  we  have  a  $79  million  cap  on  Medicaid,  and  whenever  we  have 
asked  for  parity  we  have  been  told  that  we  already  have  enough  Federal  assistance 
and  that  we  are  not  going  to  get  any  more  because  we  do  not  pay  Federal  income 
taxes.  If  Puerto  Rico  were  granted  parity  in  Medicaid,  $1.2  billion  would  be  avail- 
able for  health  care.  The  availability  in  Medicaid  coverage  would  not  only  have  a 
substantial  impact  in  the  improvement  of  health  standards  in  Puerto  Rico  but  would 
also  stimulate  the  creation  of  thousands  of  well-paying  new  jobs. 

Some  may  allege  that  giving  Puerto  Rico  parity  in  Medicaid  will  sap  the  new 
soiu-ce  of  revenues  being  collected  in  order  to  help  reduce  the  deficit.  To  this  objec- 
tion my  answer  is  that  it  only  takes  a  half  of  1  percent  adjustment  in  the  present 
Medicaid  payments  to  raise  the  $1  billion  necessary  for  Puerto  Rico. 

Mr.  President,  if  you  endorse  this  proposal  we  can  put  to  rest  any  fears  in  Puerto 
Rico,  and  you  will  be  proposing  a  $1  billion  stimulus  to  create  new  jobs,  which  is 
one  of  the  principal  goals  of  your  program. 

We  are  convinced  it  would  be  very  difficult  to  oppose  this  plan,  and  I  am  certain 
we  will  have  many  friends  in  the  House  and  Senate  who  will  support  us. 

The  rest  of  the  letter  does  not  go  to  the  issue. 
Chairman  ROSTENKOWSKI.  Thank  you  very  much,  Mr.  Secretary. 
[The  prepared  statement  and  full  text  of  the  letter  to  the  Presi- 
dent follow:] 
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Hon.  Carlos  Romero-Barcel6 
Testimony  before  Ways  and  Means 
10  AM  Wednesday,  March  17,  1993 


Mr.  Chairman,  Members  of  the  Ways  and  Means  Committee: 

I  am  here  today  as  the  sole  elected  representative  in 
Congress  of  3.6  million  U.S.  citizens  in  Puerto  Rico.   Six  times 
the  number  of  constituents  represented  by  any  other  Congressman. 
I  appear  before  you  to  address  those  provisions  of  President 
Clinton's  deficit  reduction  and  economic  stimulus  proposal  that 
will  impact  on  all  50  states  and  on  Puerto  Rico.   Specifically, 
the  proposed  changes  to  Section  936  of  the  Internal  Revenue  Code 
will  have  a  particular  effect  on  Puerto  Rico. 

This  Committee  meets  at  a  time  when  a  climate  of  fear  exists 
among  many  people  in  our  island.   A  great  deal  of  that  fear  has 
been  stimulated  and  created  by  a  group  of  federally  tax-exempt 
corporations  and  their  special  interest  tax  exempt  organizations, 
such  as  the  Puerto  Rico  Manufacturers'  Association,  which  would 
have  our  people  believe  that  our  economy  and  its  development 
depend  exclusively  on  Section  936.   Have  you  noticed  the  full 
page  advertisements  by  these  corporations?   If  you  believe  them, 
you  would  think  that  the  salvation  and  future  of  Puerto  Rico 
hinges  on  not  making  any  changes  whatsoever  to  Section  936.   In 
other  words,  that  those  corporations  which  now  earn  billions  of 
tax-exempt  dollars,  be  allowed  their  "free  ride"  forever,  while 
the  less  affluent,  hard-working  middle  class  and  low-income 
families  are  asked  to  share  in  the  burden. 

As  some  of  you  know,  I  am  a  former  two-term  Mayor  of  San 
Juan,  and  a  former  two-term  Governor  of  Puerto  Rico.   In  two 
decades  of  public  service,  never  have  I  witnessed  such  a  torrent 
of  wild  claims,  distortions  and  exaggerations  of  the  real  impact 
of  any  proposed  changes  to  the  existing  Section  936  of  the  IRC. 

And  you  will  undoubtedly  hear  more  of  them  in  the  coming 
weeks  and  months.   Let  me  give  you  an  example  of  what  I  am 
talking  about. 

It  is  against  this  'lackdrop,  against  the  fact  that  many  of 
these  tax  exempt  corporations,  their  special-interest  tax-exempt 
foundations  and  their  Washington-based  lobbyists  will  pursue  an 
incredibly  massive  effort  to  retain  their  "free  ride"  under 
Section  936,  that  I  appear  today. 

I  am  here  today  in  the  spirit  of  our  nation's  democratic 
process  which,  simply  put,  allows  negotiation  and  compromise 
throughout  the  legislative  process,  including  the  deliberations 
of  this  Committee  on  President  Clinton's  proposed  changes  to  936. 

It  is  clear  that  President  Clinton  wants  his  economic 
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package  adopted  without  any  changes,  and  I  support  him  strongly. 
However,  we  must  not  lose  sight  of  the  fact  that  pursuant  to  the 
principle  of  no  taxation  without  representation,  the  federal 
government  has  never  collected  income  taxes  in  Puerto  Rico.   This 
will  be  the  first  time  in  our  history  that  income  taxes  will  be 
collected  in  Puerto  Kico. 

On  March  2,  I  wrote  President  Clinton  setting  forth  several 
suggestions  as  to  how  936  could  be  altered  with  a  positive 
outcome  for  the  local  and  national  economy  as  well.   I  called  to 
the  President's  attention,  as  I  call  to  your  attention  today,  the 
need  to  enact  amendments  to  936  which  will  help  accomplish  our 
goals  of  federal  deficit  reduction  and,  at  the  same  time,  put  an 
end  to  the  severe  and  untenable  discrimination  against  the  people 
of  Puerto  Rico  in  the  health  care  program  now  known  as  Medicaid. 

Puerto  Rico  is  the  only  100%  Hispanic  state-like 
jurisdiction  in  the  nation.   At  3.6  million,  Puerto  Rico's 
population  is  almost  exactly  equal  to  that  of  the  average  state. 
And  our  entire  population  of  U.S.  citizens  is  devoid  of  Medicaid 
coverage. 

I  would  like  to  share  the  text  of  my  letter  to  the  President 
with  you  today,  and  am  atta(.:hing  it  as  an  appendix  to  this 
statement. 

To  put  it  briefly.  President  Clinton's  proposal  would 
collect,  for  the  first  time  in  our  history,  corporate  federal 
income  taxes  in  Puerto  Rico. 

The  President's  proposal  would  end  the  100%  tax  exemption  of 
Section  936  companies.   The  936  tax  credit  would  be  limited  to 
65%  of  payroll.   The  reasoning  behind  the  President's  proposal  is 
valid  and  I  have  stated  so  publically,  a  very  serious  political 
risk  in  a  very  emotional  climate  back  home. 

However,  in  order  to  allow  the  economy  of  Puerto  Rico  time 
to  adjust  to  the  new  conditions  created  by  the  amended  tax 
incentives  which  are  being  established,  I  have  made  three 
suggestions.   They  are  aimed  at  giving  us  room  within  which  to 
adjust  to  a  new  economic  relationship  between  Puerto  Rico  and  the 
mainland.   A  fair  relationship,  with  shared  benefits  and  shared 
sacrifices. 

First.  I  suggest  that  any  amendment  to  936  limiting  the  tax 
credit  should  be  revised  from  65%  to  100%  of  payroll. 

Second,   the  time  period  for  the  phase-in  of  the  new  wage 
tax  credit  should  be  extended  from  three  years  to  ten  years. 

Third,  an  alternative  investment  tax  <  I'edit  should  be 
allowed   for  corporations  that  are  capital-intensive  rather  than 
labor-intensive.   The  investment  tax  credit  would  be  available  as 
an  alternative  to  the  wage  tax  credit  to  corporations  which  are 
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creating  new  jobs.   Thus,  corporations  which  are  capital 
intensive  and  whose  payroll  is  low  in  relation  to  its  net  income, 
could  well  prefer  this  alternative.   This  is  an   incentive  that 
would  create  a  real  stimulus  for  investment  and  growth  in  the 
manufacturing  sector. 

But,  not  only  do  I  submit  that  these  changes  are  good  and 
make  the  Administration's  proposals  easier  to  carry  through,  but 
I  also  have  asked  for  a  compensation  to  Puerto  Rico.   It  would  be 
unfair  to  impose  income  taxes  on  us  without  adequate 
compensation.   And  what  could  be  adequate?   Well,  we  have  always 
been  denied  equal  participation  as  American  citizens  in  the 
health  care  program,  in  Medicaid.   Based  precisely  on  the  fact 
that  we  do  not  pay  federal  income  taxes.   We  are  now  going  to  pay 
substantial  amounts,  therefore  we  should  now  be  given  equal 
treatment,  parity,  in  the  health  care  program. 

This  means  the  removal  of  the  existing  cap  on  Medicaid.   Now 
is  the  time  to  allow  our  medically  indigent  to  have  access  to  the 
.-same  health  care  benefits  available  to  U.S.  citizens  in  all  50 
states,  the  District  of  Columbia,  and  the  access  and  benefits 
allowed  to  aliens  residing  in  this  country. 

If  Medicaid  in  Puerto  Rico  were  given  full  funding,  on  an 
equal  footing  with  the  50  states,  the  U.S.  citizens  of  Puerto 
Rico  who  would  qualify,  including  the  veterans  who  have  served 
the  nation,  would  receive  adequate  coverage  under  the  single  most 
important  program  which  exists  to  care  for  the  medically 
indigent,  which  includes  children,  abandoned  women,  the 
handicapped  and  senior  citizens. 

In  the  past,  whenever  we  asked,  and  we  have  asked  repeatedly 
for  equal  treatment  in  Medicaid,  we  have  been  told  that  Puerto 
Rico  doesn't  pay  federal  income  taxes.  We  have  been  told  that 
Puerto  Rico  receives  enough  federal  assistance.  And  those  who 
have  suffered  have  been  the  poorest  among  us,  because  of  a  $79 
million  cap  on  Medicaid  funding. 

As  we  change  936,  now  is  the  time  to  fully  fund  Medicaid  in 
Puerto  Rico. 

Granting  Puerto  Rico  parity  in  Medicaid  means  a  billion- 
dollar  injection  into  our  health  care  system.   Complete  Medicaid 
coverage  in  Pue^rto  Rico  will  create  thousands  of  well-paying  new 
jobs,  and  build  a  strong  private  health  care  system  to  raise  our 
health  standards. 

The  price  of  full  funding  of  Medicaid  in  Puerto  Rico  is 
equivalent  to  a  one  and  a  half  percent  adjustment  in  the  present 
Medicaid  program.   That's  one  option:  to  adjust  the  Medicaid 
budget  by  one  and  a  half  percent  and  that  will  suffice  to  include 
the  medically  irdigent  in  Puerto  Rico  on  an  equal  footing. 

Members  of  this  Committee,  and  in  the  Senate,  have  set  forth 
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their  own  proposals  to  limit  the  936  tax  exeirption.   With  due 
respect  to  all  of  them,  no  one  has  analyzed  the  936  issue  and  the 
effect  on  Puerto  Rico  that  amendments  or  change  to  the  tax 
incentives  would  bring  about,  as  I  have.   I  am  convinced  that 
with  equal  treatment,  parity,  in  Health  Care  and  the  changes  I 
have  proposed  to  President  Clinton,  the  effect  on  Puerto  Rico 
will  be  to  stabilize  the  investment  climate,  strengthen  the 
foundations  of  our  economy,  and  provide  thousands  of  new  jobs  in 
the  private  health  care  service  sector. 

At  the  same  time,  I  have  made  it  clear  that  we  in  Puerto 
Rico  are  prepared  to  share  and  contribute  to  the  national  effort 
which  this  Administration  is  launching  to  restore  the  economy.   I 
will  underscore  again  before  this  Congress  the  message  that  we 
will  participate  in  the  benefits  and  the  burdens,  both  short  and 
long-term,  because  both  are  part  of  the  Administration  package. 

Among  the  benefits  before  us  are  the  immediate  stimulus  in 
Community  Development  Block  Grants,  full  funding  for  Head  Start, 
boosting  W-I-C,  immunization,  mass  transportation  funding,  and 
doubling  for  this  summer  the  Joint  Training  Partnership  Act 
allocation  for  summer  jobs.   This  is  a  stimulus  at  the  local  and 
national  level.   For  the  most  part,  Puerto  Rico  will  benefit  from 
the  proposed  stimulus  for  infrastructure,  housing,  and 
construction  programs.   However,  Puerto  Rico  will  not  benefit 
from  increased  allocations  in  SSI  and  in  earned  income  tax 
credits. 

You  will  not  hear  expressions  of  support  from  936  companies 
for  these  federal  aid  programs  which  pump  millions  of  dollars 
into  our  local  economy.   In  past  years,  we  received  no  support 
from  936  companies  in  our  repeated  attempts  to  achieve  equality 
in  federal  programs  such  as  Medicaid. 

Now,  in  a  positive  spirit  of  negotiation  within  the 
Administration  and  within  this  Committee,  I  have  offered  some 
suggestions  to  modify  936  in  a  manner  beneficial  to  the  national 
economy  and  to  the  people  of  Puerto  Rico.   Puerto  Rico  should  not 
only  be  asked  to  contribute,  but  it  should  also  receive 
compensation  for  its  new  burdens.   There  is  no  better 
compensation  than  equality  in  health  care.   We  are  not  talking 
about  welfare,  but  about  health  care.   Investment  in  our 
childrens'  and  our  people's  health.   Thank  you. 
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Congress  of  the  United  States 

House  of  Representatives 
Washington,  DC  20515-5401 


tOUCAIION  AND  LA80R 


NATURAL  RCSOURCCS 


March   2,    1993 


Hon.    William  Jefferson  Clinton 
President  of  The  United  States 
The   White   Hour,e 
Washington,    D.C.      20500 

Dear  Mr.    President: 
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your  State  of  the  Union  address  has  given  hope  and  confidence  to 
people  from  all  walks  of  life  througliout  America.  Your  plan  will 
give  us  the  means  to  put  our  economic  house  in  order,  and  make 
sure  that  our  children  and  thoir  children  will  be  able  to  live 
the  American  dream. 

As  you  expressed  in  your  message  there  are  good  things  for  all 
and  some  pain,  and  we  in  Puerto  Rico  will  be  participating  in 
both:  the  benefits  and  the  pain. 

As  part  of  your  economic  plan,  the  until  now  tax-expinpt  (936) 
companies  will  be  subject  to  a  tax  credit  limitation  of  65%  of 
their  payroll. 

Pursuant  to  your  plan,  Puerto  Rico  will  (for  the  first  time) 
be  contributing  to  the  federal  treasury  with  revenue  collected 
from  income  earned  in  Puerto  Rico. 

The  U.S.  citizens  of  Puerto  Rico,  for  the  first  time,  are  being 
asked  to  share  in  the  burden  of  putting  this  nation's  economy  in 
order. 

Mr.  President,  we  c'  finot  argue  with  the  fairness  of  your 
propo<3al,  but  we  can  ask  that  you  r^hare  with  us  our  concern  for 
the  inipact  such  a  change  could  have  in  Puerto  Rico,  and  help  us 
make  sure  that  tlie  chaivjes  you  propose  will  create  a  now  economic 
relationship  Diat  will  be  beneficial  to  Pneito  Rico  r.s  well  as 
for  the  rest  of  the  nation. 

Allow  me,  therefore,  to  make  the  following  suggestions  so  that 
you  riay  not  only  move  forward  your  plan,  b\it  also  at  the  same 
time  allow  Puerto  Rico  i  oom  to  adjust  to  the  new  conditions  by 
providing  more  opportunity  to  cicate  now  jobs  and  thus  mct't  with 
your  objective. 
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1)  In  the  first  place  the  amGndraent  of  936  limiting  the  tax 
credit  coild  be  icvisGd  and  expanded  from  65%  to  100%  of 
payroll,  and  also  the  tline  period  for  the  phase-out  should 
be  increased  from  3  to  10  years. 

These  changes  maintain  the  bosic  incentive  package  you  have 
proposed,  but  modify  the  extension  of  phase-in  period  and 
percentage  applied  to  wage  credit. 

2)  For  those  corporations  that  are  capital  Intensive  rather 
than  labor  intensive,  and  whose  payroll  is  low  compared  to 
their  net  income,  I  suggest  that  the  federal  government 
allow  an  alternate  investment  tax  credit  for  new 
corporations,  which  are  building  facilities  and  creating  new 
jobs  in  Puerto  Rico.   Kor  tho:;e  corporations  already 
established,  the  inccjitives  would  be  subject  to  the  creation 
of  new  job'}  and  building  of  new  facilities.   These  alternate 
incentives  would  create  new  stimulus  for  investment  and 
would  stimulate  growth. 

The  proposed  amendment  to  Section  936  has  allowed  vested 
interests  to  create  an  atmosi.iiere  of  Isyioteria  among  the 
industrial  sector,  fostered  by  those  individuals  and  corporations 
who  refuse  to  contribute  in  any  way  to  the  solution  of  the 
nation's  problems  and  who  resist  any  kind  of  change. 

We  fully  understand  the  source  of  the  hysteria,  but  we  must  face 
the  reality  that  the  widespread  lack  of  understanding  creates 
fear  in  the  average  citizen,  which  in  turn  undermines  the 
economic  well-being  of  Puerto  Kico. 

There  is  a  3  oar  that  jobs  may  be  lost  and  no  alternatives  are 
being  offerod  to  substitute  the  incentives  v.'e  now  have. 

To  calm  these  fears  and  to  make  sure  that  your  plan  is  positive 
in  every  lespect,  that  it  is  both  good  for  the  Nation  and  good 
for  Puerto  Rico,  let  r.ie  suggest  tliat  the  Federal  Government 
compensate  Puerto  Rico  directly  for  the  incone  tax  burden  (.hat  is 
being  imposed  on  us  for  the  first  time  in  our  history. 

T)iore  are  currently  3.6  million  American  citizens  in  Puerto 
Rico  thf.t  are  being  deprived  of  the  full  b'iiiefits  that  Medicaid 
provides.   This  health  safety  liot,  on  the  U.S.  mainland,  is 
extended  to  all  U.S.  citizfns.   Aliens  in  the  50  states  are  also 
covered  by  Medicaid.   At  the  same  time,  < he  U.S.  citizens  of 
Puerto  Pico  who  would  liuaDify  because  of  their  low  level  of 
income  are  denied  this  opportunity. 

Mr.  President,  .-ire  you  aw^re  that  oven  the  veterans  of  Pue>  to 
Rico  and  their  'Mnediate  relatives,  those  who  gallantly  served 
the  Nation,  and  the  families  of  Puerto  Rican  soldiers  wlio  died  in 
defense  of  our  Nation,  are  denied  coverage  uj.der  Medicaid? 

Mr.  President,  is  this  fair? 
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In  Puerto  Rico  we  have  a  $79  million  cap  on  Medicaid,  and 
whenever  we  have  asked  for  parity,  we  have  been  told 
that  we  already  have  fnoii<jh  federal  assistance  and  that  we  are 
not  fjoing  to  gt^t  any  more  because  we  do  not  pay  federal  income 
taxes.   If  Puerto  Rico  were  granted  parity  in  Medicaid,  $1.2 
billion  dollars  would  be  available  for  health  care.   The 
availability  of  Medicaid  coverage  would  not  only  have  a 
substantial  impact  in  the  improvement  of  health  standards  in 
Puerto  Rico,  but  would  also  stimulate  the  creation  of  thousands 
of  well-paying  new  jobs. 

Some  nay  allege  that  giving  Puerto  Rico  parity  in  Medicaid  will 
sap  the  new  source  of  revenues  being  collected  in  order  to  help 
reduce  the  deficit.   To  this  objection,  my  answer  is  that  it  only 
takes  a  half  of  one  percent  (0.05%)  adjustment  in  the  present 
Medicaid  payments  to  providers  to  raise  the  $1  billion  necessary 
for  Puerto  Rico. 

Mr.  President,  if  you  endorse  this  proposal  we  can  put  to  rest 
any  fears  in  Puerto  Rico  and  you  would  be  proposing  a  $1  billion 
stimulus  to  create  new  jobs,  which  is  one  of  the  principal  goals 
of  your  program. 

We  are  convinced  that  it  would  be  very  difficult  to  oppose  this 
plan.   I  am  certain  we  will  have  many  friends  in  the  House  and 
Senate  who  will  support  us.   As  your  friend,  as  your  fellow 
former  Governor  and  your  fellow  Democrat,  I  am  confident  that 
with  the  iruplementation  of  this  recommendation  we  can  count  on 
the  enthusiatitic  support  of  the  Democratic  leadership. 

But  not  only  are  the  chanijes  I  have  proposed  to  your  plan  good  in 
terms  of  creating  new  jobs,  but  also  you  will  personally  be 
recognized  as  the  President  who  has  done  justice  to  the  hundreds 
of  thousands  of  medically  indigent  in  Puerto  Rico  who  are  now 
deprived  of  adequate  health  services.   I'm  rure  that  not 
only  Puerto  Ricans  but  all  Hispanics,  African-Americans  and  other 
minorities,  will  applaud  and  support  your  commitment  to  fairness 
and  justice  for  all. 

Our  poor  people,  our  men  in  the  Armed  Forces,  our  veterans  who 
have  served  this  nation  and  their  families,  will  be  grateful  to 
you,  William  Jefferson  Clinton,  for  the  security  and  new  sense  of 
hope  that  your  endorsement  will  represent  to  thera  and  to  their 
fajnilies. 

Sincerely, 


a,^  K^/a-^ti)  ji^^U^^^ 


jarlos  Romero-Darcel6 
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STATEMENT  OF  HON.  BALTASAR  CORRADA  DEL  RIO, 
SECRETARY  OF  STATE  OF  THE  COMMONWEALTH  OF  PUER- 
TO RICO 

Mr.  CORRADA  Del  Rio.  Thank  you,  Mr.  Chairman.  My  name  is 
Baltasar  Corrada.  It  was  my  privilege  to  serve  in  the  House  of  Rep- 
resentatives for  8  years,  beginning  in  1977  as  Resident  Commis- 
sioner. Thereafter  I  was  mayor  of  San  Juan  for  4  years. 

Since  January  of  this  year,  as  Secretary  of  State,  I  have  held  the 
second  highest  office  in  the  executive  branch  of  the  government  of 
Puerto  Rico.  I  appear  today  on  behalf  of  the  administration  of  our 
Governor,  Dr.  Pedro  Rossello.  He  is  recovering  from  a  health  ail- 
ment and  could  not  be  here  today. 

Mr.  Chairman,  we  fundamentally  support  the  program  that  was 
outlined  by  President  Clinton  exactly  one  month  ago.  We  believe 
that  Puerto  Rico,  together  with  the  rest  of  the  Nation,  will  benefit 
from  the  implementation  of  that  program.  We  are  prepared  to  ac- 
cept our  full  share  of  responsibility  and,  yes,  the  necessary  sac- 
rifices to  ensure  the  success  of  this  historic  initiative.  The  burden 
of  reform,  however,  must  be  shared  equitably. 

Five  days  before  President  Clinton's  February  17th  address,  Gk)v- 
ernor  Rossello  wrote  a  letter  to  the  President.  In  that  letter  the 
Governor  stated  the  following,  and  I  quote: 

I  know  you  will  agree  that  no  major  class  of  Americans,  and  certainly  not  the  3.6 
milUon  American  citizens  who  reside  in  Puerto  Rico,  shovild  be  singled  out  to  bear 
a  disproportionate  share  of  the  Nation's  bvirden. 

Mr.  Chairman,  I  regret  to  report  that  in  its  current  form  the 
President's  plan  does  impose  a  disproportionate  burden  upon  the 
people  of  Puerto  Rico.  As  members  of  this  committee  are  well 
aware,  Puerto  Rico's  apprehension  arises  from  a  proposal  pertain- 
ing to  section  936  of  the  IRC. 

Section  936  grants  a  tax  credit  to  encourage  American  businesses 
to  establish  subsidiaries  in  Puerto  Rico  and  other  U.S.  territories. 
The  chairman  of  the  Senate  Finance  Committee,  Senator  Moy- 
nihan,  has  described  it  in  this  way,  and  I  quote: 

Section  936  is  part  of  the  arrangements  we  offer  for  economic  development  in  pos- 
sessions of  the  United  States.  It  is  their  due.  They  do  not  have  many  rights  as  pos- 
sessions, as  it  were. 

To  what  was  Senator  Moynihan  referring?  To  many  things. 
Among  others,  the  absence  of  voting  representation  in  the  United 
States  House  and  Senate,  disenfranchisement  in  Presidential  elec- 
tions, ineligibility  for  full  funding  under  numerous  Federal  pro- 
grams, and  exceptionally  high  shipping  expenses  resulting  from  a 
congressionally  imposed  requirement  that  all  ocean  cargo  to  and 
from  the  mainland  be  transported  by  American  flag  vessels. 

At  present  about  115,000  Puerto  Ricans  who  are  residents  of  the 
island  are  working  for  companies  that  operate  under  section  936. 
That  constitutes  more  than  70  p>ercent  of  the  island's  total  manu- 
facturing payroll.  Also,  it  is  estimated  that  these  firms  generate 
about  200,000  indirect  jobs.  Furthermore,  the  insular  government 
receives  approximately  15  percent  of  its  total  revenue,  approxi- 
mately $600  million  annually,  from  local  taxes  paid  by  936  enter- 
prises. 


481 

The  cost  of  borrowing  money  in  Puerto  Rico  would  be  substan- 
tially higher  than  it  is  if  our  financial  institutions  did  not  hold  in 
excess  of  $10  billion  in  earnings  deposited  by  these  firms.  And  sta- 
bility throughout  the  Caribbean  basin  has  been  placed  on  a  firmer 
footing  in  recent  years  thanks  to  a  directive  by  Congress  that  100 
million  of  those  section  936  dollars  be  channeled  annually  into  re- 
gional lending  for  economic  development. 

With  respect  to  this  last  point,  it  is  noteworthy  to  say  that  Presi- 
dent Clinton  is  on  record  as  objecting  to  legislation  that  encourages 
American  enterprises  to  set  up  shop  elsewhere.  The  Rossello  ad- 
ministration sympathizes  with  that  sentiment. 

As  it  pertains  to  Caribbean  basin  lending,  though,  we  would  offer 
these  observations:  First,  illegal  immigration  and  drug  smuggling 
from  the  Caribbean  area  have  escalated  severely  during  the  past 
decade.  One  indispensable  remedy  for  both  problems  is  the  creation 
of  productive  jobs  in  the  region.  That  is  precisely  what  section  936 
loans  are  accomplishing. 

Second,  we  in  Puerto  Rico  would  support  legislation  to  authorize 
the  use  of  this  substantial  pool  of  moneys  for  the  financing  of  simi- 
lar job-creating  ventures  within  depressed  portions  of  the  50 
States,  as  yet  another  tool  to  help  ensure  the  success  of  the  Clinton 
recovery  program. 

In  light  of  these  observations,  it  would  therefore  be  a  great  mis- 
take to  contemplate  modifications  of  section  936,  if  such  steps  had 
the  abrupt  effect  of  eroding  or  eliminating  the  section's  so-called 
passive  income  provisions.  It  is  likewise  imperative  that  the  utmost 
caution  be  exercised  in  considering  any  other  modification  of  sec- 
tion 936.  No  one  would  ultimately  profit  from  the  arbitrary  crip- 
pling of  Puerto  Rico's  capacity  to  become  more  self-sufficient.  And 
speaking  of  our  drive  for  greater  self-sufficiency.  Governor  Rossello 
was  elected  last  November  on  a  platform  that  clearly  articulated 
the  need  to  implement  a  broader  and  more  balanced  economic  de- 
velopment strategy. 

For  instance,  one  of  the  key  goals  of  our  economic  program  is  to 
double,  from  6  to  12  percent,  the  tourism  industry's  contribution  to 
our  gross  product.  Let  us  now  turn  to  the  central  question.  If  sec- 
tion 936  is  to  undergo  major  change,  what  could  adequately  replace 
some  of  its  provisions?  Our  administration  is  preparing  to  consider 
and  to  support  a  package  of  equitable  alternatives. 

These  would  encompass  both  job  creation  and  capital  investment 
tax  credits.  If  properly  structured,  they  could  promote  President 
Clinton's  national  agenda,  while  fully  satisfying  the  economic  de- 
velopment aspirations  of  the  American  citizens  in  Puerto  Rico. 

The  incorporation  of  a  variety  of  balanced  elements  would  con- 
stitute a  special  enterprise  zone  for  Puerto  Rico.  This  concept 
would  have  unquestionable  merit  and  be  entirely  justified  because 
we  would  in  the  process  be  modifying  an  incentive  that  now  pro- 
vides for  total  Federal  tax  exemption.  Accordingly,  incentives  for 
Puerto  Rico  must  be  made  attractive  enough  to  maintain  or  im- 
prove our  ability  to  attract  capital  investment  and  to  promote  the 
creation  of  more  jobs. 

We  are  convinced,  Mr.  Chairman,  that  the  Clinton  administra- 
tion's 65  percent  wage  credit  formula  is  not  the  answer.  It  needs 
to  be  enhanced.  With  your  assistance  and  the  assistance  of  mem- 
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bers  of  this  committee  and  that  of  the  White  House,  the  island  and 
the  Nation  can  be  spared  these  costly  hardships,  for  example, 
among  other  things,  by  improvements  in  the  wage  credit  proposal, 
as  was  suggested  by  the  Resident  Commissioner,  by  the  inclusion 
of  tax  credits  for  new  investment,  and  by  the  preservation  of  the 
existing  treatment  of  passive  income. 

As  I  have  indicated,  you  can  count  on  Grovemor  Rossello's  total 
cooperation.  Together  we  can  arrive  at  a  solution  that  is  fair  and 
that  is  in  harmony  with  the  President's  commendable  national  pro- 
gram. Thank  you  very  much,  Mr.  Chairman,  and  members  of  the 
committee. 

[The  prepared  statement  follows:] 
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Testimony  of 
The  Honorable  Baltasar  Corrada 

Secretary  of  Stale 

Puerto  Rico 

Mlat«r  Chairman,  m«nb*ra  of  th«  Conadttee  on  Ways  and  Means... 
From  an  ialand  that  la  gi;aen  throughout  tha  year,  I  bring  warm 
qraatinqa  to  all,  on  thia  Saint  Patriclc'a  Day  I 

My  nana  is  Baltaaar  Corrada.  It  waa  my  privilega  to 
aerve  in  the  House  of  Repreaentativee  for  eie|ht  years,  beginning  In 
1977,  aa  Resident  Commlas loner  from  Puerto  Rico.  Thereafter,  I  was 
Mayor  of  San  Juan  for  four  years.  Since  January  of  this  year,  aa 
Secretary  of  State,  I  have  held  the  second  higheat  office  in  the 
executive  branch  of  the  Govormnent  of  Puerto  Rico. 

I  appear  today  on  behalf  of  the  administration  of  the 
Governor  of  Puerto  Rico,  Doctor  Pedro  Boeeelld. 

Mister  Chairman  and  members  of  this  committee,  we 
fundamentally  support  the  program  that  was  outlined  by  President 
Clinton,  exactly  one  month  ago  tonight. 

We  believe  that  Puerto  Rico,  together  with  the  rest  of 
the  nation,  will  benefit  from  the  implementation  of  that  program. 
We  are  prepared  to  accept  our  full  share  of  responsibility  and  — 
yea  —  the  neoeaaary  aacrifioea,  to  ensure  the  success  of  this 
historic  initiative. 

The  burden  of  reform,  however,  must  be  shared  equitably. 

Five  days  before  Mr.  Clinton's  February  17th  addreaa. 
Governor  Rosaelld  wrote  a  letter  to  the  Preaident.  In  that  letter, 
the  Governor  atated  the  following  —  and  I  quote:  "I  Jtnow  you  will 
agree  that  no  major  olaaa  of  Americana  —  and  certainly  not  the 
3.6-million  American  citizena  who  reside  in  Puerto  Rico  —  should 
be  singled  out  to  bear  a  dlatyroportionate  ehare  of  the  nation 'a 
burden . " 

Mister  Chairman,  I  regret  to  report  that  —  in  its 
current  form  —  the  President's  plan  does  impose  a  disproportionate 
burden  upon  the  people  of  Puerto  Rico. 

More  than  four  weeks  ago,  Governor  Rosaell6  directed 
members  of  his  cabinet  to  quantify  thia  concern.  He  alao 
inatructed  thoae  offioiala  to  collaborate  with  the  federal 
Department  of  the  Treasury  and  with  the  General  Accounting  Office, 
which  have  been  conducting  their  own  analyses  of  the  situation.  We 
hope  very  soon  to  present  our  findings  to  the  President  himself. 

Aa  membera  of  thia  Committee  are  well  aware,  Puerto 
Rico's  apprehension  arises  from  a  proposal  pertaining  to  Section 
936  of  the  Internal  Revenue  Code. 

Section  936  grants  a  tax  credit,  to  encourage  American 
business  enterprises  to  establish  subsidiaries  in  Puerto  Rico  and 
other  United  States  territories.  The  Chairman  of  the  Senate 
Finance  Committee,  the  Honorable  Daniel  Patrick  Moynlhan,  has 
deacribed  it  thia  way  —  and,  qgain,  I  quotei  "Section  936  is  part 
of  the  arrangements  we  offer  for  economic  development  in 
possessions  of  the  United  States.  It  is  their  due. 
They  do  not  have  many  rights  as  possessions,  as  it  ware." 

To  what  was  Senator  Moynlhan  referring?  To  many 
things. . .among  them,  the  absence  of  voting  representation  in  the 
United  States  House  and  Senate;  disenfranchisement  in  Presidential 
elections;  Ineligibility  for  full  funding  under  numerous  federal 
programs;  and  exceptionally  high  shipping  expenses,  resulting  from 
a  Congressionally-imposed  requirement  that  all  ocean  cargo,  to  and 
from  the  mainland,  be  transported  by  American-flag  vessels. 

Puerto  Rico,  moreover,  confronts  additional  challenges: 
no  revenue  from  mining  or  oil-drilling?  a  population  density  that 
la  15  times  the  national  average;  a  per-capita  income  that,  despite 
aubatantial  gains,  is  still  only  one-third  the  national  average; 
and  an  unemployment  rate  of  17-percent. 

At  present,  about  llS-thousand  Puerto  Rico  residents  are 
working  for  companies  that  operate  under  Section  936.  That 
constitutes  more  than  70-peraent  of  the  island' a  total 
manufacturing  payroll.  Also,  it  is  estimated  that  these  firms 
generate  about  200-thou8and  indirect  jobs.  Furthermore,  the 
Insular  government  receives  approximately  IS-percent  of  its  total 
revenue  —  approximately  600-mlllion  dollars  annually  —  from 
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locsl  taxes  paid  by  936  antarprlBaa. 

Tha  ooat  of  borrowing  Bonay,  in  Puerto  Rico,  would  be 
substantially  higher  than  it  is,  if  our  financial  institutions  did 
not  hold  in  axcess  of  ten-billion  dollars  in  earninga  deposited  by 
936  firms. 

And  stability,  throughout  the  Caribbean  Basin,  has  been 
placed  on  a  firmer  footing  in  recent  years,  thanks  to  a  directive 
by  Congress  that  100-million  of  those  8ection-936  dollars  be 
channeled  annually  into  regional  development  lending. 

With  respect  to  thie  last  point,  it  is  noteworthy  that 
President  Clinton  is  on  record  as  objecting  to  legislation  that 
encourages  American  enterprises  to  set  up  shop  elsewhere. 

The  RossellA  Administration  sympathizes  with  that 
sentiment.  As  it  pertains  to  Caribbean  Basin  lending,  though,  we 
would  offer  these  observations: 

First,  illegal  ioBUjgration  emd  drug-smugglinq  from  the 
Caribbean  area  have  escalated  severely  during  the  past  decade;  one 
indispensable  remedy  for  both  problems  is  the  creation  of 
productive  jobs  in  the  region.  That  Is  precisely  what  Section  936 
loans  are  accomplishing. 

Second,  we  in  Puerto  Rico  would  support  legislation  to 
authorize  the  use  of  this  substemtial  pool  of  monies  for  the 
financing  of  similar  job-creating  ventures  within  depressed 
portions  of  the  90  states... as  yet  another  tool  to  help  ensure  the 
success  of  the  Clinton  recovery  program. 

The  resources  are  available  to  proceed  on  both  of  these 
fronts,  simultaneously. 

In  light  of  the  above  observations,  it  would  therefore  be 
a  great  mistake  to  contemplate  modifications  of  Section  936,  if 
such  steps  had  the  abrupt  effect  of  eroding  or  eliminating  the 
section's  so-called  "passive  income"  provisions. . .because  it  is 
those  very  provisions  that  have  created  this  abundant  source  of 
constructive  low-interest  lending. 

It  is  lilcawise  imperative  that  the  utmost  caution  be 
exercised  in  considering  any  other  modification  of  Section  936.  I}o 
one  wouirf  nit-im<>telv  profit  from  the  arbitrary  crippling  of  Puerto 
Rico's  capacity  to  become  more  self-sufficient. 

And  speaking  of  our  drive  for  greater  self-sufficiency, 
Governor  Rosselld  was  elected  last  Noveiaber  on  a  platform  that 
clearly  articulated  the  need  to  implement  a  broader,  and  more 
balanced,  eoonoioic  development  strategy.  Our  Administration  has 
already  taken  steps  both  to  stimulate  the  expansion  of  sectors  of 
the  economy  other  than  manufacturing,  and  also  to  diminish  Puerto 
Rico's  dependence  upon  tax  incentives  as  an  employment-stimulus. 

For  instance,  one  of  the  key  goals  of  our  economic 
program  is  to  double,  from  six-percent  to  twelve-percent,  the 
tourism  industry's  contribution  to  our  gross  product.  Coupled  with 
its  intact  on  other  sectors  of  the  economy,  we  anticipate  that 
tourism  will  significantly  expand  eiq>loyment  opportunities  and 
thereby  help  Puerto  Rico  to  achieved  more-balanced  growth. 

Other  aspects  of  our  economic  plan  envision  the 
accelerated  promotion  of  the  export  of  goods  and  services,  to  the 
countries  of  Latin  American  and  the  Caribbean,  as  well  as  moves  at 
home  to  take  our  government  out  of  economic  activities  that  could 
more  efficiently  be  entrusted  to  the  private  seotor. 

Let  us  turn  now  to  a  central  question:  if  Section  936  is 
to  undergo  major  change,  what  oould  adequately  replace  soma  of  its 
provisions? 

Our  Administration  is  preparing  to  consider,  and  to 
support,  a  package  of  equitable  alternatives. 

Among  the  coBf>onentB  of  such  a  package,  in  addition  to 
the  preservation  of  passive  income  provisions,  could  be  the 
enactment  of  an  enhanced  array  of  enterprise  zone  incentives. 

These  would  encog^ass  both  job-creation  and  capital- 
investment  tax  credits.  If  properly  structured,  they  could  promote 
President  Clinton's  national  agenda,  while  fully  satisfying  the 
economic  development  aspirations  of  the  American  citizens  of  Puerto 
Rico. 

The  incorporation  of  a  variety  of  elements  into  auoh  a 
special  enterprise  zone  concept  would  have  unquestionable  merit. 
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and  be  antiraly  juitifl«d,  b«caus«  w«  would  in  tha  procAss  be 
ralinqulahlng  An  Inoantlv*  that  provida*  total  federal  tax 
exemption.  Accordingly,  apecial  anterpriae  zone  incentives  must  be 
made  attractive  enough  to  maintain  or  iinprove  our  ability  to 
promote  the  creation  of  quality  joba. 

We  are  convinced,  Hiater  Chairman,  that  the  Clinton 
Adnlniatration'a  6S%  wage-credit  formula  ia  not  the  answer.  If 
Implemented. . . 

D  It  would  fall  far  short  of  ita  revenue  target. 

a  It  would  greatly  weaken  the  economy  of  Puerto  Rico,  and 
have  an  Inmediate  ripple  effect  throughout  the  50  states  —  which, 
each  year,  aall  to  the  ialand  soma  11-billion  dollars  in  goods  and 
aervicea. 

O  It  would  incraaae  budgetary  pressures  on  mainland 
states,  counties  and  municipalities  —  as  well  as  on  the  federal 
government  —  through  a  sharp  upsurge  In  the  number  of  Puerto 
Ricans  moving  north,  in  search  of  opportunities  lost  at  home. 

With  your  assistance,  and  that  of  the  White  Bouae,  the 
Island  and  the  nation  can  be  spared  these  coatly  hardahips. . . for 
example,  among  other  thinga,  by  improvementa  in  the  wage-credit 
propoaal;  by  the  incluaion  of  tax  credita  for  new  investment;  and 
by  preservation  of  the  exiating  treatment  of  passive  income. 

As  I  have  indicated,  you  can  count  on  Governor 
Roeaell6'a  total  cooperation.    Together,  w«  can  arrive  at  a 
aolution  that  ia  fair,  and  that  ia  in  haratony  with  the  Preaident'a 
coanendable  national  program. 

Thank  you  very  onioh. 
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Chairman  Rostenkowski.  Thank  you,  Mr.  Secretary.  Could  the 
Chair  get  an  indication  if  the  membership  would  like  to  question 
the  witnesses? 

Mr.  Rangel. 

Mr.  Rangel.  Thank  you,  Mr.  Chairman. 

Welcome  both  of  my  friends  once  again  to  the  Ways  and  Means 
Committee,  different  titles,  different  positions,  but  we  are  back 
here.  Please  express  my  wishes  to  the  Grovemor  for  his  speedy  re- 
covery. As  both  of  you  know  well,  the  936  programs  have  been  at- 
tacked as  being  extremely  expensive  in  terms  of  job  creation. 

The  pharmaceutical  companies  have  been  charged  with  receiving 
obscene  profits,  the  consumers  of  prescription  goods  have  found  the 
price  ever  increasing,  and  yet  both  of  you  at  one  time  or  another 
when  you  were  defending  the  program  have  said  that  whether  you 
have  936  or  not,  the  most  important  thing,  are  not  the  companies 
but  the  people  in  Puerto  Rico,  and  that  if  indeed  this  is  not  the 
proper  way  to  go  or  it  is  too  expensive,  then  really  what  you  should 
have  is  a  substitute  for  it  to  make  certain  that  the  economy  and 
the  people  and  the  families  are  not  adversely  affected. 

It  seems  as  though  both  of  you  are  basically  saying  the  same 
thing  and  it  is  just  a  question  of  time.  You,  Congressman,  seem  to 
believe  that  you  can  strike  and  negotiate  a  different  position  from 
the  administration  by  incorporating  a  give-back  for  expansion  of 
Medicaid.  I  would  just  like  to  say  for  the  record,  yes,  it  is  out- 
rageous that  our  citizens  would  be  treated  differently,  and  I  don't 
want  to  get  involved  as  to  whether  this  is  the  proper  vehicle,  but 
you  can  count  on  my  support  for  your  continuous  fight  to  have  all 
Americans,  wherever  they  are  located,  to  be  treated  equally. 

Having  said  that  as  it  relates  to  what  you  are  trjdng  to  get  from 
the  administration,  what  is  your  position  if  the  administration 
doesn't  change  its  position,  if  it  just  comes  in  with  the  proposal 
that  it  has  and  tells  the  Congress  and  this  committee  that  we 
would  prefer  that  you  just  do  what  we  requested  of  you  and  not 
modify  it?  Would  you  be  supporting  the  936  program  as  it  presently 
exists  or  would  you  be  inclined  to  support  the  President's  program 
without  modification? 

Mr.  Romero-Barcelo.  Let  me  answer  that,  Mr.  Rangel,  with  an 
incident  that  happened  in  my  office.  I  was  visited  by  a  company 
that  came  to  try  to  convince  me  to  support  the  936  as  it  is  and  not 
to  go  along  with  the  President's  proposal.  They  started  telling  me 
that  because  of  the  President's  proposal  they  would  have  to  start 
looking  at  their  new  investments  and  maybe  they  would  not  be  in- 
clined to  stay  in  Puerto  Rico.  They  didn't  know  yet,  but  they  cer- 
tainly would  have  to  change  their  investment  strategy.  It  could 
mean  they  were  not  going  to  make  any  new  investments.  It  could 
mean  they  would  end  up  not  having  any  investments  in  Puerto 
Rico  and  leaving  Puerto  Rico. 

Mr.  Rangel.  Congressman,  you  are  going  to  be  listening  to  more 
people  than  me,  and  I  am  going  to  rely  heavily  on  you  after  you 
have  heard  all  of  them  and  you  have  heard  more  than  I  ever  hoped 
to  hear  from.  Would  you  be  inclined  to  say  if  the  President  insisted 
on  his  position,  and  I  am  not  asking  you  to  give  up  yours,  in  terms 
of  giving  your  guidance  to  this  committee  without  making  a  firm 
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commitment,  are  you  more  inclined  to  the  present  program  or  to 
the  President's  recommendation? 

Mr.  Romero-Barcelo.  I  think  that  it  would  be  making  it  very 
difficult  to  separate  one  thing  from  the  other. 

Mr.  Rangel.  I  withdraw  my  question.  I  don't  want  to  make  it  dif- 
ficult for  you.  I  don't  see  how  it  can  get  more  difficult  for  me. 

Mr.  Romero-Barcelo.  Let  me  explain  why  I  say  that.  Every 
time  we  have  come  to  be  treated  equally  as  a  State  in  health  care, 
they  have  always  said  you  don't  pay  income  taxes.  That  has  been 
the  answer.  Now,  this  is  going  to  be  the  first  time  in  our  history 
where  income  taxes  are  going  to  be  collected  from  sources  within 
Puerto  Rico,  the  first  time.  So  I  said  now  you  are  going  to  be  col- 
lecting $7  billion  in  the  next  five  years  according  to  the  White 
House  figures,  and  $8  billion  according  to  the  Congress  figures. 

Now,  give  us  something  in  exchange  for  that.  We  are  going  to  be 
sharing  in  the  burden  of  reducing  the  deficit,  but  now  we  are  not 
going  to  receive  the  earned  income  tax  credit. 

Mr.  Rangel.  I  understand  your  argument,  and  I  really  think 
that  the  Secretary  of  State  in  part  is  saying,  even  though  he  wants 
a  longer  period,  that  he  hopes,  too,  that  there  could  be  some  transi- 
tion away  from  936  to  some  substitute.  I  don't  have  that  time.  All 
I  am  concerned  about  is  that  the  economy  of  Puerto  Rico  not  be  dis- 
rupted. 

Now,  in  the  past  when  you  were  Grovernor  and  you  were  a  Con- 
gressman what  we  were  saying  is  not  what  you  do  want,  but  have 
hearings  and  give  some  assurances  that  whatever  is  decided  by  the 
United  States  Congress  that  we  will  not  have  the  fear  of  loss  of 
jobs  which  you  talk  about,  but  actual  loss  of  jobs.  I  am  not  certain 
as  to  whether  or  not  if  there  was  a  Medicaid  expansion  substitute 
whether  there  would  be  an  expansion  in  the  number  of  jobs,  but 
what  I  am  concerned  about  is  that  we  haven't  had  hearings  on  this, 
and  I  am  not  going  to  second  guess  elected  officials  in  Puerto  Rico, 
but  obviously  you  believe  that  there  will  not  be  an  impact  if  your 
package  was  accepted  by  the  President. 

Mr.  Romero-Barcelo.  That  is  correct. 

Mr.  Rangel.  And  at  this  time  you  have  no  opinion  as  to  what 
your  position  would  be  if  your  package  is  rejected  by  the  adminis- 
tration. 

Mr.  Romero-Barcelo.  That  is  correct. 

Mr.  Rangel.  Now,  to  the  Secretary  of  State 

Mr.  Romero-Barcelo.  I  have  an  opinion,  but  I  would  rather  not 
express  it  in  public. 

Mr.  Rangel.  OK,  that  is  all  right.  To  the  Secretary  of  State,  I 
assume  a  lot  of  the  administration's  position  as  to  whether  936  is 
good  or  bad  is  driven  by  whether  or  not  people  want  statehood  or 
commonwealth  or  ultimately  what  form  of  government  the  majority 
people  want;  is  that  correct? 

Mr.  CORRADA  Del  Rio.  I  think  we  have  to  look  at  this  as  a  tax 
policy  and  not  an  ideological  political  status  issue.  I  think  that  we 
should  craft  a  system  of  tax  incentives  for  Puerto  Rico  by  this  com- 
mittee concerning  President  Clinton's  proposal  and  enhancement  of 
that  proposal,  and  then  if  we  have  statehood,  then  those  provisions 
can  be  grandfathered  for  a  period  of  transition.  If  the  people  of 
Puerto  Rico  decide  that  they  want  to  keep  the  current  arrange- 
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ment,  then  it  could  be  consistent  with  that,  too.  In  other  words,  the 
changes  to  section  936  should  be  status  neutral.  They  should  not 
be  an  impediment  to  statehood  and  they  should  not  be  support  for 
commonwealth . 

Mr.  Rangel.  ok.  Now,  do  you  believe  that  the  expansion  of  Med- 
icaid as  suggested  by  the  Congressman  would  be  a  substitute  for 
the  loss  of  the  936  exemption? 

Mr.  CORRADA  Del  Rio.  No,  Mr.  Congressman,  What  I  suggest, 
and  it  is  Grovemor  Rossello's  position,  is  that  within  the  context  of 
the  health  care  reform  package  that  this  issue  of  Medicaid  and  the 
cap  on  Medicaid  for  Puerto  Rico  should  be  addressed,  and  it  is  with 
respect  to  that  proposal  that  we  should  be  looking  at  fairness  to- 
ward Puerto  Rico  in  Medicaid  and  the  suggestion  of  the  Resident 
Commissioner  concerning  a  mild  increase  in  Medicaid  taxes  to  in- 
clude Puerto  Rico  as  part  of  the  Medicaid  program  certainly  is  a 
step  in  the  right  direction. 

Mr.  Rangel.  Mr.  Chairman,  I  would  just  like  to  strongly  suggest 
that  if  it  is  at  all  possible  for  you  to  get  together  and  see  whether 
you  can  get  any  closer  on  this  issue  because  a  whole  lot  can  drop 
between  the  cracks  if  we  have  this  very  sharp  disagreement. 

Chairman  Rostenkowski.  Mr.  Reynolds  will  inquire. 

Mr.  CoRRADA  Del  Rio.  We  are  much  more  closer  today  than  be- 
fore. 

Mr.  Reynolds.  Thank  you,  Mr.  Chairman.  I  want  to  continue  in 
the  same  vein.  I  think  it  is  important.  I  am  concerned  about  the 
exemption  and  the  whole  ramification  of  jobs,  and  I  would  like  to 
be  informed  more — I  am  new,  as  you  are.  Congressman — about  this 
exemption  in  the  sense  if  we  take  it  away  are  we  hurting  the  peo- 
ple of  Puerto  Rico.  I  have  a  family  interest,  a  vested  personal  inter- 
est in  this,  and  I  would  like  to  know  are  we  going  to  hurt  the  peo- 
ple of  Puerto  Rico  if  we  take  this  exemption  away. 

Mr.  Romero-Barcelo.  Let  me  give  you  the  example  I  was  talk- 
ing about  a  little  while  ago.  The  company  that  came  to  see  me  was 
the  largest  employer  in  Puerto  Rico  in  936.  They  have  6,000  jobs. 
When  they  start  telling  me  that  they  have  to  revise  their  strategy, 
I  said  wait  a  minute,  don't  talk  about  what  you  are  going  to  do 
without  giving  me  facts.  Give  me  facts.  I  said,  what  is  your — how 
many  employees  do  you  have.  They  said  6,000  in  Puerto  Rico.  What 
is  your  net  income?  The  net  income  was  $287  million.  I  said  OK, 
$287  million  at  36  percent  of  the  corporate  tax,  which  is  what  it 
is  going  to  be  under  Clinton's  proposal  to  increase  such  tax  rate, 
that  would  be  $103  million  in  taxes  that  you  will  be  liable  for  in 
any  State  of  the  Union. 

Now,  in  Puerto  Rico  you  are  being  offered  a  tax  credit,  a  wage 
tax  credit  of  65  percent  of  payroll.  What  was  your  payroll?  $115 
million,  so  65  percent  of  $115  million  is  $74  million,  so  that  means 
your  tax  liability  is  not  going  to  be  $103  million  in  Puerto  Rico,  it 
would  be  $103  million  minus  $74  million,  which  would  amount  to 
$28  million.  Now,  do  you  really  mean  to  say  that  a  tax  liability  of 
$28  million  out  of  $103  million  would  not  be  an  incentive  to  stay 
and  expand  in  Puerto  Rico? 

His  reaction  was  to  look  at  the  guy  that  was  with  him  and  say, 
"are  those  the  right  numbers?"  It  tells  me  that  as  long  as  the  com- 
panies— for  instance,  net  income  is  two  and  a  half  times  the  payroll 
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or  less,  the  wage  credit  is  very  good.  When  it  gets  beyond  two  and 
a  half  times  the  payroll,  that  is  when  then  the  incentive  or  credit 
begins  to  lose  attractiveness. 

Mr.  Reynolds.  Briefly  what  is  the  position  of  the  current  (Gov- 
ernor as  relates  to  this  issue? 

Mr.  CORRADA  Del  Rio.  The  position  of  Gk)vemor  Rossello  is  that 
changes  to  936  have  to  be  addressed  by  the  administration  and  by 
this  committee  with  caution.  If  the  President's  proposal  can  be  en- 
hanced in  the  right  way  along  the  lines  that  we  have  suggested, 
both  the  Resident  Commissioner  and  I  in  our  testimony,  then  I 
think  that  most  of  these  companies  will  stay  in  Puerto  Rico.  How- 
ever, if  there  is  a  drastic  reduction  of  this  program  without  provid- 
ing enhancement  to  the  present  proposals,  there  could  be  further 
exacerbation  of  the  17  percent  level  of  unemployment  we  currently 
have  on  the  island. 

Mr.  Reynolds.  Thank  you  very  much. 

Mr.  Rangel  [presiding].  Well,  with  the  Chair  not  here  we  can  get 
back  to  where  we  were  earlier.  Listen,  what  is  very  important  in 
this  process  is  that  the  full  committee  not  understand  all  of  the 
problems,  but  understand  how  close  the  government  representa- 
tives are  to  the  administration.  Most  of  the  Members  of  Congress 
really  don't  want  to  decide  what  is  best  for  Puerto  Rico,  you  can 
understand  that. 

Could  you  share  with  me,  Congressman,  the  progress  that  you 
have  made  with  your  proposal,  your  alternative  to  the  President's 
proposal. 

Mr.  Romero-Barcelo.  I  am  sorry? 

Mr.  Rangel.  The  progress  you  have  made  either  with  Treasury 
or 

Mr.  Romero-Barcelo.  Yes,  I  have  spoken  at  length  to  Mrs.  Clin- 
ton where  she  received  our  proposal  and  she  was  very  interested. 
She  felt  very  impressed  by  the  fact  that  Puerto  Ricans  were  not 
covered  under  the  health  care,  and  she  said  she  was  going  to  look 
very  much  into  it  very  seriously.  I  got  a  letter  from  her  indicating 
they  were  looking  at  it.  I  spoke  to  Mack  McLarty.  He  was  also  very 
impressed  and  very  interested  in  my  proposal.  He  also  sent  me  a 
letter  saying  they  were  looking  at  it  very  closely.  The  same,  How- 
ard Paster,  I  spoke  to  him,  and  he  was  also  very  impressed. 

Mr.  Rangel.  Do  you  have  a  timeframe  that  they  are  going  to  get 
back  to  you  and  let  you  know  whether  or  not  they  are  going  to 
change  their  positions  so  that  we  can  know  what  to  do  here? 

Mr.  Romero-Barcelo.  No,  I  don't  have  a  timeframe,  but  I  would 
assume  by  May,  when  they  have  the  health  care  reform  package, 
that  we  should  know  because  we  will  know  whether  Puerto  Rico  is 
included  in  that.  The  President,  last  night  we  were  over  in  the 
White  House,  and  he  indicated  that  they  were  looking  at  it  within 
the  context  of  the  whole  health  care  reform.  Leon  Panetta  indicated 
the  same  thing  to  me  this  morning. 

Mr.  Rangel.  Now,  to  the  Secretary  of  State,  recognizing  that  the 
Resident  Commissioner  has  an  alternative  to  the  President's  pro- 
posal as  relates  to  936,  what  vehicle  is  being  used  by  the  Governor 
of  Puerto  Rico  to  share  the  position  that  has  been  given  to  this 
committee  with  the  administration? 
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Mr.  CORRADA  Del  Rio.  Grovemor  Rossello,  through  a  task  force 
that  he  has  appointed,  of  which  I  am  a  member,  has  been  active 
in  having  meetings  with  key  members  of  the  White  House  and  the 
U.S.  Treasury  Department.  Currently,  meetings  are  being  held  be- 
tween the  technical  people,  and  once  the  technical  proposal  has 
been  evaluated  by  the  White  House  and  the  U.S.  Treasury  tech- 
nical people,  it  is  expected  that  the  GrOvemor  himself  will  have  a 
meeting  with  the  President  to  discuss  these  provisions,  and  we  are 
trying  to  persuade  the  administration  to  enhance  and  improve 
President  Clinton's  proposal. 

We  have  not  given  up  yet  but  rather  will  continue  very  strong 
efforts  to  see  if  the  President's  proposal  can  be  modified  by  the  ad- 
ministration itself  and  then  present  that  to  the  Ways  and  Means 
Committee.  Should  we  not  be  successful  in  doing  that,  then,  Mr. 
Congressman,  of  course,  we  will  exercise  our  full  prerogatives  in 
the  democracy  to  come  to  the  Ways  and  Means  Committee,  to  go 
to  the  Senate  Finance  Committee  in  identifying  those  areas  where 
we  believe  that  enhancement  can  be  and  should  be  achieved,  but 
right  now  we  are  hopeful.  We  have  put  on  the  table  a  proposal  that 
still  would  yield  significant  amounts  to  the  Federal  Treasury  in 
revenues  within  the  next  5  years,  and  at  the  same  time  we  believe 
would  not  create  an  adverse  impact  on  the  job  situation  in  Puerto 
Rico. 

Mr.  Rangel.  And  you  believe  the  process  is  flexible  enough  for 
the  Resident  Commissioner  to  have  one  position  and  the  Governor 
to  have  another  position,  and  then  we  will  decide  here  as  to  what 
is  the  best  position? 

Mr.  CORRADA  Del  Rio.  Mr.  Congressman,  the  Resident  Commis- 
sioner and  I  have  met.  I  have  fully  disclosed  to  him  the  options 
that  are  being  discussed  with  Treasury  and  the  White  House,  and 
it  is  our  hope  that  as  this  process  continues  that  the  position  of 
Governor  Rossello  and  Resident  Commissioner  Romero  will  not  be 
significantly  different. 

Mr.  Rangel.  Could  you  share,  in  case  I  have  missed  it,  where 
it  is  that  you  two  right  now  are  in  accord,  where  you  have  no  prob- 
lem at  all? 

Mr.  Romero-Barcelo.  Do  you  want  me  to  answer  that? 

Mr.  Rangel.  I  don't  care. 

Mr.  Romero-Barcelo.  I  think  we  are  in  accord  in  the  sense  that 
the  present  proposal  as  to  the  65  percent  of  payroll  should  be  re- 
viewed and  extended  instead  of  65  up  to  100  percent  wage  tax  cred- 
it, which  would  cover  most  companies  up  to  net  income  three  times 
the  payroll,  and  I  think  we  will  be  very  much — we  will  be  in  agree- 
ment in  the  sense  that  we  need  some  kind  of  compensation  for  the 
income  taxes  that  are  going  to  be  collected  from  within  Puerto  Rico, 
and  I  think  that  Medicaid  is — or  health  care  is  the  one  substantial 
area  where  this  is  most  important. 

I  think  that  there  should  be — at  the  end  there  will  be  no  dif- 
ferences in  that,  in  that  respect. 

Mr.  Rangel.  I  have  to  go  vote,  but  Mr.  Pajnie  will  be  taking  over. 

Mr.  CORRADA  Del  Rio.  We  have  both  talked  about  the  need  for 
investment  tax  credit  for  new  investments  as  well. 

Mr.  Payne  [presiding].  I  would  like  also  to  thank  you  both  for 
being  here.  Thank  you  for  your  testimony.  I  found  it  very  helpful. 
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I  had  several  questions.  Maybe  I  will  submit  some  of  these  for  the 
record,  but  let  me  just  start  on  this  list. 

First,  for  my  colleague  the  Resident  Commissioner,  Carlos,  you 
have  favored  statehood  and  have  been  a  very  fierce  advocate  of 
statehood  in  the  cause  for  many  years.  If  the  changes  that  are  pro- 
posed to  section  936  have  an  adverse  effect  on  Puerto  Rico's  econ- 
omy, there  are  some  who  say  that  it  may  be  more  difficult  for  Puer- 
to Rico  to  become  a  State  as  the  economic  disparity  between  the 
U.S.  mainland  and  the  island  becomes  perhaps  even  greater.  How 
would  you  respond  to  that  and  are  you  and  others  who  are  advo- 
cates of  Statehood,  are  you  concerned  about  that? 

Mr.  Romero-Barcelo.  We  would  be  concerned  if  there  was  any 
adverse  impact.  I  think  that  if  what  we  are  proposing  is  accepted, 
there  will  not  be  any  adverse  impacts.  I  am  representing,  and  I  am 
interested  in  the  welfare  of  the  people  of  Puerto  Rico.  I  would  cer- 
tainly not  accept,  or  say  that  I  accepted,  anything  that  I  thought 
would  be  harmful  to  the  interests  of  the  people  of  Puerto  Rico  in 
the  short  run  or  in  the  long  run.  I  don't  see  this  as  anything  that 
we  have  to  fear.  They  are  changes  that  if  done  properly,  and  within 
the  information  and  data  that  we  have,  will  not  afTect  Puerto  Rico 
if  what  we  are  proposing  is  accepted.  We  are  pretty  confident  of 
that.  I  think  for  instance  of  how  a  boost  to  the  commercial  health 
care  in  Puerto  Rico  would  provide  thousands  of  new  jobs.  It  would 
strengthen  our  health  care  network  and  the  private  health  care  in- 
dustry in  Puerto  Rico.  An  enhanced  health  care  network  would 
probably  generate  in  Puerto  Rico  the  stimulus  for  becoming  a  cen- 
ter for  health  care  services  in  the  Caribbean  and  Central  America, 
which  would  additionally  expand  jobs  and  actually  would  amount 
to  exporting  services.  It  will  be  very,  very  healthy  for  the  Puerto 
Rican  economy. 

Mr.  Payne.  So  you  are  saying  that  in  the  absence  or  if  section 
936  is  changed,  but  yet  if  your  proposals  are  accepted,  then  you  see 
no  adverse  impact?  In  the  event  that  section  936  should  be  changed 
and  your  proposals  are  not  accepted 

Mr.  Romero-Barcelo.  There  might  be  some  impacts,  yes. 

Mr.  Payne.  So  then  you  would  be  concerned,  perhaps,  about  the 
impact  and  consequently  perhaps  about  the  impact  on  Statehood; 
is  that  correct? 

Mr.  Romero-Barcelo.  There  would  be  some  impact  to  State- 
hood, of  course,  if  the  economy  of  Puerto  Rico  gets  worse,  as  you 
say,  and  the  difference  between  Puerto  Rico  and  the  poorest  State 
of  the  Union  is  expanded  because  of  that,  has  always  been  used  as 
an  argument  against  us  in  statehood,  and  has  been  used  as  an  ar- 
gument against  all  the  territories  as  they  try  to  become  a  State. 
That  is  one  of  the  arguments  that  was  always  used  against  them 
also. 

Mr.  Payne.  Mr.  Secretary,  there  was  an  article  in  Sunday's  New 
York  Times  describing  the  operations  of  U.S.  companies  in  Puerto 
Rico  and  how  they  benefit  from  section  936,  and  in  that  article  a 
securities  analyst  from  Paine  Webber  predicted  that  in  the  phar- 
maceutical industry  that  companies  currently  operating  in  Puerto 
Rico,  I  think  he  said  they  would  leave  if  there  were  significant 
changes  to  936,  but  certainly  they  might  leave.  I  guess  my  question 
is  if  pharmaceutical  companies  left  Puerto  Rico  and  relocated  to, 


492 

say,  Thailand  or  Ireland  or  somewhere  else  in  the  world,  how 
would  this  affect  Puerto  Rico's  economy? 

Mr.  CORRADA  Del  Rio.  Mr.  Congressman,  I  think  that  is  a  good 
question,  and  I  would  say  this,  pharmaceutical  companies  which 
are  936  companies  have  created  only  18  percent  of  the  total  num- 
ber of  jobs,  direct  jobs  that  are  created  by  section  936  companies 
in  Puerto  Rico.  Out  of  105,000  direct  jobs  created  by  section  936, 
the  pharmaceuticals  have  created  only  18,000  of  those  jobs.  How- 
ever, they  are  very  well-paying  jobs,  and  many  of  these  companies 
are,  of  course,  having  very  significant  profits. 

I  believe  that  if  changes  are  made  to  President  Clinton's  propos- 
als along  the  lines  that  both  Resident  Commissioner  Romero- 
Barcelo  and  Governor  Rossello  are  proposing  that  the  vast  majority 
of  these  companies  will  not  leave  the  island.  Furthermore,  I  think 
that  the  Ways  and  Means  Committee  should  look  into  closing  loop- 
holes that  would  not  allow  these  companies  to  run  away  from  Puer- 
to Rico  and  go  to  foreign  countries  and  perhaps  some  provisions 
could  be  included  in  your  proposals  precisely  to  prevent  that  from 
happening,  companies  shutting  down  their  operations  in  Puerto 
Rico  and  going  to  Singapore  or  elsewhere  in  the  world. 

Mr.  Romero-Barcelo.  There  is  no  reason.  Congressman,  Mr. 
Chairman,  for  the  pharmaceuticals  to  move  for  several  reasons.  I 
don't  know  if  you  have  ever  visited  a  pharmaceutical,  but  there  are 
some  areas  which  are  especially  protected  from  the  environment, 
and  that  takes  a  long  time  to  set  up  and  it  takes  a  lot  of  super- 
vision by  the  Food  and  Drug  Administration.  It  is  not  easy  to  set 
up  those  kind  of  plants  and  it  is  not  easy  to  move  them.  The  invest- 
ment is  quite  large,  and  the  productivity  and  the  quality  controls 
that  are  already  established  in  Puerto  Rico  are  factors  that  have 
to  be  considered.  Puerto  Rico  has  very,  very  high  quality  controls 
in  the  pharmaceutical  industry  and  the  workers  are  very,  very  pro- 
ductive, and  we  are  within  the  United  States,  protected  by  the 
American  flag  and  the  U.S.  judicial  system.  It  is  not  easy  for  a 
company  to  make  a  decision  to  move  and  to  make  pharmaceutical 
products  in  a  foreign  country.  It  is  not  that  easy. 

It  is  a  very  difficult  decision  to  make,  particularly  when  they  are 
making  such  large  profits  in  Puerto  Rico.  I  have  never  known  of 
investors  who  are  making  large  profits,  who  decide  to  relocate  just 
because  they  have  to  pay  some  taxes.  It  is  when  their  profits  start 
coming  down  and  when  they  are  no  longer  having  profits  that  they 
start  thinking  of  moving,  but  it  would  be  a  very,  unreasonable,  an 
almost  stupid  decision,  to  move  from  an  area  where  you  are  mak- 
ing very,  very  good  profits,  and  where  you  have  a  good  highly  pro- 
ductive work  force  and  excellent  quality  controls.  It  is  not  as  easy 
as  they  say. 

Mr.  Payne.  It  is  my  understanding  that  we  will  have  some  of 
those  pharmaceutical  companies  here  for  hearings,  and  we  can  talk 
to  them  about  these  issues  as  well. 

I  have  some  other  questions  which  I  would  like  to  submit  for  the 
record  if  there  is  no  objection. 
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Without  objection,  so  ordered,  and  Mr.  Secretary,  I  would  appre- 
ciate it  if  you  might  then  answer  some  of  these  other  questions  re- 
lating to  how  936  changes  might  affect  Puerto  Rico's  economy. 
Thank  you  very  much. 

[The  questions  and  responses  follow:] 


\ 
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QUESTIONS  ON  SECTION  936  FROM  CONGRESSMAN  LEWIS  F.  PAYNE,  JR. 

REPRESENTATIVE  OF  THE  STATE  OF  VIRGINIA,  TO  SECRETARY  OF  THE 

STATE  OF  PUERTO  RICO,  MR.  BALTAZAR  CORRADA  DEL  RIO 


All  the  wage  credit  proposals  or  caps  on  Section  936 
incentives  that  have  been  presented  would  significantly  reduce 
the  incentives  for  all  capital-intensive  industries  to  invest 
in  Puerto  Rico.  Some  of  these  capital-intensive  industries 
have  already  indicated  that  if  the  incentives  are  so  reduced 
they  would  eventually  phase  out  their  operations  in  Puerto 
Rico.  What  would  the  Commonwealth  of  Puerto  Rico  do  to 
replace  the  thousands  of  high-wage  jobs  generated  directly  and 
indirectly  by  these  companies,  particularly  in  light  of  the 
fact  that  many  labor-intensive  industries  will  be  encouraged 
to  move  to  Mexico  under  the  NAFTA? 


Answer : 


On  April  27,  Governor  Pedro  Rosello  presented  -  as 
an  alternative  to  President  Clinton's  plan  -  his 
own  proposal  for  modifying  Internal  Revenue  Code 
Section  936.  The  Rosello  alternative  envisions 
limiting  some  of  the  Section's  benefits,  but  does 
not  contemplate  its  outright  repeal.  Under  the 
Governor's  proposal,  incentives  for  high-technology 
and  capital-intensive  enterprises  would  be 
retained,  through  an  income-based  credit  that  would 
be  reduced  next  year  90%  to  of  its  current  level, 
and  then  to  80%  of  its  current  level  in  1985  and 
beyond.  This  approach  ameliorates  the  adverse 
impact  of  the  President's  plan. 

For  their  part,  labor-intensive  Section  936  firms 
would  have  the  option  of  choosing  a  tax  credit 
equal  to  the  sum  of  the  following: 

1.  The  total  compensation  paid  to  the  employees. 

2.  All  income  taxes  paid  to  the  Island,  including 
the  Tollgate  Tax. 

3.  Federal  income  taxes  attributable  to  qualified 
possessions  source  investment  income  (QPSII) . 

4.  10%   of   new   capital   investment   in   plant, 
machinery  and  equipment. 
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By  offering  incentives  that  will  preserve  for 
labor-intensive  manufacturers  a  comparative 
advantage  over  other  localities,  this  alternative 
reduces  the  likelihood  of  an  exodus  of  operations 
from  Puerto  Rico,  even  after  implementation  of  the 
terms  of  the  North  American  Free  Trade  Agreement 
(NAFTA).  Nevertheless,  Puerto  Rico's  Economic 
Development  Administration  will  intensify  its 
efforts  to  promote  the  establishment  of  labor- 
intensive  locally-financed  industries  and  other 
forms  of  capital  investment,  as  well  as  new 
domestic  and  international  markets  for  insular 
goods  and  services. 

The  passive  source  income  provision  of  Section  936  encourages 
bank  funds  to  remain  available  for  lending  in  Puerto  Rico  at 
lower  rates.  If  the  proposed  changes  to  Section  936  reduce 
the  available  funds  in  the  financial  sector  in  Puerto  Rico, 
what  effects  would  a  2  percentage  point  increase  in  mortgage 
loans  have  on  Puerto  Rico's  construction  and  real  estate 
industries? 


Answer: 


Section  936  funds,  deposited  in  the  Island's 
financial  institutions,  certainly  do  contribute  to 
the  stimulation  of  economic  activity,  through  low- 
cost  financing  for  residential  development, 
construction,  and  real-estate  ventures,  among 
others.  A  rise  in  loan  interest  rates  definitely 
has  the  efect  of  making  it  more  expensive  to  obtain 
financing,  and  thereby  tends  to  shrink  the  market. 
A  dramatic  change,  such  as  the  President's  proposed 
elimination  of  Section  936,  could  result  in  the 
withdrawal  of  some  bank  deposits,  and  in  the 
process  would  probably  nullify  the  936  pool's 
capacity  to  serve  as  a  tool  for  generating  local 
economic  activity.  However,  Governor  Rossello's 
alternative  would  retain  a  Section  936  tax  credit 
for  all  the  qualified  possessions  source  investment 
income  of  the  936  companies,  as  well  as  the 
existing  method  for  utilizing  funds  deposited  in 
local  institutions.  Thus,  it  can  safely  be  said  - 
without  the  need  for  specific  quantification  -  that 
implementation  of  the  Rossello  alternative  would 
have  little  if  any  negative  impact.  If  the  other 
components  of  the  Section  936  provisions  remain  as 
is,  there  will  be  no  reason  to  anticipate  any 
diminution  in  the  availability  of  funds  for  low- 
cost  lending.  We  do  not  rule  out  the  possibility 
of  a  reasonable  adjustment,  but  we  believe  it  would 
have  only  a  marginal  impact. 
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For  additional  information,  we  are  enclosing 
herein  a  comprehensive  report  on  the  use  of 
93  6  funds  prepared  by  the  Government 
Development  Bank  for  Puerto  Rico. 

Mr.  Corrada,  936  funds  have  also  provided  a  vital  source  of 
funds  for  loans  from  entities  like  the  Inter-American 
Development  Bank.  These  Caribbean  nations  have  already  voiced 
strong  concerns  about  the  impact  of  NAFTA  on  their  economies. 
If  936  funds  are  limited  so  as  to  reduce  the  loans  for  the 
Caribbean  nations,  it  is  very  likely  that  these  Caribbean 
economies  will  suffer  as  well.  Have  you  studied  what  impact 
this  will  have  on  Puerto  Rico's  own  economy,  since  Puerto  Rico 
benefits  when  there  is  increased  prosperity  in  the  Caribbean? 
Also,  what  alternative  to  the  loans  could  we  offer  to  the 
Caribbean  nations? 


Answer: 


Section  936  funds  have  certainly  served  as  a 
driving  force  for  Caribbean  development, 
through  their  utilization  as  a  low-cost  source 
of  financing,  both  on  the  Island  and 
regionally.  Also,  we  cannot  dismiss  the 
possibility  that  the  implementation  of  NAFTA 
will  have  the  effect  of  luring  certain 
economic  activity  away  from  the  area,  and  that 
includes  Puerto  Rico.  However,  existing 
studies  of  the  situation  are  insufficiently 
exhaustive  to  suggest  -  other  than  in  a  highly 
speculative  maner  what  the  effects  of  such  an 
accord  might  be.  Were  significant 
displacement  to  occur,  coupled  with  enactment 
of  the  President's  Program  calling  for  the 
substantial  elimination  of  Section  936 
benefits,  then  the  consequences  would  include 
not  only  economic  contraction  within  the 
countries  of  the  region,  but  a  slowdown  in 
commercial  interchange  with  countries  outside 
the  affected  zone,  given  the  inter  dependence 
of  the  economies  of  the  North  American 
Hemisphere.  Specifically,  any  changes  that 
have  the  effect  of  possibly  restricting  or 
eliminating  the  use  of  Section  936  monies  to 
stimulate  Caribbean  economic  activity  will 
inevitably  diminish  the  availability  of  loans, 
thereby  reducing  growth  opportunities  is 
developing  countries.  A  reduction  in  this 
financing  source  would,  in  other  words,  weaken 
Caribbean  economic  activity  and  diminish  the 
area's  capability  as  both  an  exporter  and  an 
importter . 
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Governor  Rosell6's  Proposal,  though, 
contemplates  no  halt  to  the  used  of  Section 
936  funds  for  investment  in  Caribbean  Basin 
development  projects.  There  might,  however, 
be  a  need  to  adjust  priorities,  since 
modifications  in  the  Section's  provisions 
could  alter  to  some  extent  the  availability  of 
money  for  such  lending.  Alternative  sources 
of  funding  would  then  be  required  through 
other  ageencies  such  as  OPIC,  the  Inter- 
American  Development  Bank,  and  other  U:  S:  and 
to  the  region. 

We  are  enclosing  herein  a  recent  list  of  CBI  loans. 

Concern  has  been  expressed  by  bond  market  specialist  that  the 
credit  worthiness  of  Puerto  Rican  bonds  would  be  severely 
reduced  or  damaged  with  the  result  that  borrowing  costs  for 
infrastructure  development  in  Puerto  Rico  would  become 
prohibitive.  What  provision  has  been  made  for  this 
eventuality? 

Aswer: 

Governor  Rosello's  Alternative  Proposal  provides 
for  a  minimal  revision  of  Section  936,  in  marked 
contrast  to  the  President's  Plan.  This  distinction 
should  serve  to  demonstrate  to  bond  market 
specialists  that  Puerto  Rico  is  fully  prepared,  to 
contribute  its  proportionate  share  toward  resolving 
the  difficult  situation  that  confronts  the  Nation, 
but  with  a  commitment  to  maintain  a  reasonable 
margin  for  stability  regarding  economic  conditions 
on  the  Island.  It  is  this  stability  that  in  the 
past  has  been  the  cornerstone  of  the  bond  market's 
confidence  in  the  operations  of  the  Government  of 
Puerto  Rico. 


[THE  COMPREHENSIVE  REPORT  ON  THE  USE  OF  936  FUNDS  PREPARED  BY 
THE  GOVERNMENT  DEVELOPMENT  BANK  FOR  PUERTO  RICO  THAT  WAS 
MENTIONED  IN  THE  RESPONSE  TO  QUESTION  2,  IS  BEING  RETAINED  IN 
THE  COMMITTEE  FILES.] 
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Mister  Chairman,  distinguished  members  of  the  Committee  on  Finance: 

My  name  is  Pedro  Rosseilo.  I  am  the  Governor  of  Puerto  Rico.  I 
welcome  tliis  opportunity  to  testily  regarding  changes,  proposed  by  the 
Administration,  to  Section  936  of  the  Internal  Revenue  Code. 

A  letter  from  President  Clinton  was  read  aloud  at  my  inauguration 
ceremony,  this  past  January  2nd.  The  following  is  a  direct  quotation  from 
that  letten 

"..As  President,  I  will  try  to  ensure  that  the  federal  government  does  its 
part  to  help  Puerto  Ricans  with  the  issues  that  they  face...The 
Administration  will  consider  the  circumstances  and  needs  of  Puerto  Rico  as 
it  develops  and  implements  policies  that  would  substantially  affect  the 
island..." 

To  date,  I  am  sorry  to  report,  the  recommendations  of  the  Executive 
Branch  -  with  respect  to  Section  936  -  have  contradicted  that  promise. 
They  also  contradict  the  intended  purpose  of  President  Clinton's  policy  of 
providing  opportunity  for  all  Americans. 

We  in  Puerto  Rico  support  the  President's  objectives,  and  are  fully 
prepared  to  assume  our  proportionate  share  of  the  burden.  Indeed,  we 
strongly  endorse  many  of  the  Administration's  specific  proposals...among 
them,  the  rebuilding  of  our  nation's  infrastructure,  and  reform  of  the 
health-care  system. 

In  one  key  area,  however,  Executive  Branch  policy-planners  seem  to 
have  lost  sight  of  President  Clinton's  bottom  line:  that,  of  course,  is 
jobs...}obs  for  American  citizens. 

Nowhere  is  the  need  for  jobs  greater  than  in  Puerto  Rico,  where 
unemployment  exceeds  18  percent  -  two-and-one-half  times  the  national 
level...where  per-capita  income  is  less  than  30  percent  of  the  national 
average...and  where  the  proportion  of  families  subsisting  on  poverty-level 
incomes  approaches  60  percent  ~  while  the  mainland  figure  stands  at  about 
ten  percent. 

Despite  these  data,  the  Administration  is  advocating  Section  936 
amendments  that  would  actually  cripple  our  island's  capacity  to  attract  ~ 
and  even  to  retain  ~  job-creating  private-sector  investment. 

Currently,  more  than  105,000  Puerto  Rico  residents  are  employed 
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directly  by  firms  operating  under  Section  936.  These  companies  also  create 
a  significant  number  of  indirect  additional  jobs,  elsewhere  in  our  economy. 

Section  936  employees  account  for  almost  70  percent  of  the 
manufacturing  jobs  in  Puerto  Rico...and  approximately  11  percent  of  the 
island's  total  employment.  Accordingly,  whenever  the  Federal  government 
contemplates  changing  Section  936,  it  is  of  vital  importance  to  Puerto  Rico's 
government  that  such  changes  imperil  neither  the  island's  current 
employment,  nor  its  future  economic  development.  What  is  in  essence  a 
marginal  decision  for  the  Federal  government  is  a  vital  and  central  issue  of 
economic  survival  to  Puerto  Rico. 

However,  peril  is  pervasive  in  the  Administration's  latest  Section  936 
modification  plan. 

We  estimate  that  these  proposals: 

■  Would  reduce  the  annual  tax-benefits  of  Section  936  companies  by  more 
than  60  percent; 

■  Would  increase  the  effective  tax  rates  of  such  enterprises  to  a  level  that, 
when  Puerto  Rico  tax  levies  are  factored  in,  would  leave  the  island  non- 
competitive; 

■  Would  drain  the  pool  of  Section  936  funds  by  75  percent; 

■  And  would  slash,  by  amounts  ranging  from  25  percent  up  to  75  percent, 
the  tax  benefits  pertaining  to  companies  that  employ  over  66-thousand 
persons...or  just  about  two-thirds  of  all  the  men  and  women  now  working 
at  Section  936  enterprises. 

That  is  what  I  mean  by  pervasive  peril. 

None  of  this  is  intended  to  imply  that  the  status  quo  is  ideal.  Section 
936  can  be  rendered  more  effective.  I  am  not  here  to  insist  that  this 
incentive  program  be  treated  as  a  sacred  cow.  As  I  have  already  said, 
Puerto  Rico  is  fully  prepared  to  accept  its  proportionate  share  of  sacrifice, 
in  the  national  interest. 

Nevertheless,  using  whatever  parameters  you  may  choose,  the  sacrifice 
being  proposed  by  the  Executive  Branch  is  iuproportionate..uind  is 
crippling  to  our  objective  of  building  a  competitive  economy. 

The   inequity,   to  which   I   refer,   can  easily   and   dramatically   be 
quantified.  The  Administration's  national  economic  blueprint  envisions 
sacrifice,  in  the  form  of  tax  increases,  that  total  about  twelve-hundred 
dollars-per-person  in  the  average  state.  Puerto  Rico,  by  contrast,  would  be 
expected  ~  solely  through  changes  in  Section  936  ~  to  generate  new  federal 
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revenue  at  a  level  equivalent  to  two-thousand  doUars-per-person. 

In  the  context  of  relative  income  differentials,  this  is  six  times  more 
than  the  contribution  per  capita  being  sought  from  mainland  citizens. 

By  any  yardstick,  that  is  unfair. 

Moreover,  we  must  also  keep  in  mind  the  extraordinary  economic 
challenges  that  Puerto  Rico  confronts: 

■  Although  the  island's  population  density  is  15  times  the  national 
average,  Puerto  Rico's  current  territorial  political  status  has  left  our 
people  without  full  access  to  many  basic  services  -  just  last  week,  the 
Census  Bureau  revealed  that  Puerto  Rico  trailed  all  50  states  in  Fiscal 
1992  Federal  spending  per  person,  receiving  barely  half  the  amount  spent 
in  an  average  state.^obviousty,  that  helps  explain  why  our  economy  is  less 
robust; 

■  The  provisions  of  the  North  American  Free  Trade  Agreement  would 
reduce  our  ability  to  compete  with  foreign  countries,  for  several  types  of 
labor-intensive  enterprise; 

■  And  I  respectfully  submit  that,  in  any  of  your  states,  18  percent 
unemployment  would  constitute  a  dangerously  explosive  situation. 

Yet  it  is  against  this  backdrop,  on  the  premise  that  it  can  yield  $73- 
bilUon  in  revenue  over  the  next  five  years,  that  the  Executive  Branch  of  the 
Federal  Government  today  advocates  the  virtual  destruction  of  Puerto  Rico's 
principal  economic  development  tool. 

This  cannot  be  decided  merely  as  a  numbers  game.  The  President  has 
asked  us  to  "put  people  first"  That  is  precisely  our  plea  to  the  Senate,  the 
House  of  Representatives,  and  the  White  House. 

President  Clinton  has  stated  that  he  wants  to  create  more  jobs,  better 
jobs,  and  higher-paying  jobs  for  the  American  people.  Where  Puerto  Rico 
is  concerned,  the  Administration's  current  proposal  would  do  just  the 
opposite. 

All  rational  analysis  shows  that  the  Administration's  current  proposal 
wiU  result  in  a  weakened,  more-dependent  economy  ...a  significant  loss  of 
American  jobs...greatly  diminished  local  tax  revenues...and  higher  capital 
costs. 

The  price  tag  on  that  projected  $7  J-billion  in  new  revenue  is  simply  too 
high.  It  sadly  reminds  me  of  the  Vietnam  war  story,  about  the  village  that 
supposedly  had  to  be  "destroyed  in  order  to  save  it":  the  Federal 
Government  cannot  foster  renewed  economic  growth  by  taking  jobs  away  fi^m 
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a  community  of  3.6-millioii  American  citizens  that  needs  nevf  jobs  perhaps 
more  than  any  other! 

As  an  alternative  to  the  Administration's  plan,  we  propose  the 
enactment  of  an  incentive  comprised  of  two  options... 

Under  the  first  option,  a  936  firm  would  receive  a  tax  credit,  equal  to 
the  sum  of: 

■  The  total  compensation  it  pays  to  its  employees; 

■  All  of  the  corporation's  Puerto  Rico  income  and  tollgate  taxes; 

■  Federal  income  taxes  attributable  to  the  company's  qualified  possessions 
source  investment  income;  and 

■  Ten  percent  of  its  new  capital  investment  in  plant,  machinery  and 
equipment. 

OR,  under  the  second  option,  the  936  corporation  would  receive  an 
income-based  credit  that  would  be  phased  down  to  90  percent  of  the  existing 
Section  936  credit  in  1994,  and  to  80  percent  in  subsequent  years.  This  plan 
would  provide  new  Federal  revenues  of  2.8-billion  dollars. 

Today  we  bring  before  you  ttiis  proposal,  which  will  allow  Puerto  Rico 
to  participate  in  the  sacrifices  being  asked  of  all  Americans,  but  which  vnll 
also  permit  us  to  build  a  more  productive,  more  competitive,  and  less 
dependent  economy.  We  seek  not  handouts,  but  instruments  for  productive 
development. 

Our  proposal  ~  which  I  am  submitting  to  you  in  more  detail  as  an 
addendum,  and  which  I  urge  you  to  accept  -  offers  a  realistic  approach  to 
revenue-enhancement.MH^nd  thus  to  proportionate  shared  sacrifice  by  Puerto 
Rlcans.  27/ilike  the  Administration's  proposal,  this  plan  has  broad-based 
backing  from  labor,  business,  financial,  and  professional  organizations  on 
the  island,  as  well  as  Latino  and  Hispanic  leadership  groups  on  the 
mainland. 

But  most  of  all,  my  proposal  provides  a  foundation  upon  which  Puerto 
Rico  can  continue  to  construct  a  more  self-sufficient  economy...one  that  will 
propel  us  closer  to  equality...equality  of  rights,  equality  of  opportunity, 
equality  of  responsibility  ...the  equality  with  which  you  and  your 
constituents  are  blessed. 

We  ask  for  this  as  fellow  American  citizens. 
Thank  you  very  much. 
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COMPARISON  OF  THE  EXECUTIVE  BRANCH 

AND  GOVERNOR  PEDRO  ROSSELLO 

PROPOSALS  FOR  SECTION  936 

1.  INTRODUCTION 

The  Executive  Branch  has  submitted  a  plan  to  cap  the  benefits 
available  to  psLTticipating  firms  operating  under  Section  936.  This 
proposal  allows  companies  operating  in  Puerto  Rico  to  exempt  an 
eunount  of  profit,  not  to  exceed  60%  of  the  FUTA  wages  ped.d  by  the 
firm,  from  federal  taxation.  On  the  surface  this  may  seem  like  an 
innocuous  change  to  the  Section  936  provision.  However,  this  is 
not  the  case.  In  the  succeeding  sections  of  this  memorandum  we 
will  explain  why  this  proposal  will  cause  severe  economic  problems 
in  Puerto  Rico.  As  a  matter  of  urgent  necessity  the  Governor  of 
Puerto  Rico  has  had  to  develop  an  alternative  to  the  Executive 
Branch's  proposal  that  would  be  fair  to  the  3.6  million  U.  S. 
citizens  residing  in  Puerto  Rico  2md  that  would  also  address  the 
objectives  of  the  U.  S.  Treasury. 

2.  THE  EXECUTIVE  BRANCH  PROPOSAL  II 

The  Executive  Brauich  has  made  two  proposals  concerning  changes 
with  Section  936.  The  more  recent  version  of  their  proposal 
specifies  that: 

(a)  the  operating  eaurnings  elegible  for  the  936  credit 
camnot  exceed  60%  of  the  FUTA  wages  paid  by  the  firm;  and, 

(b)  the  qualified  possession  source  investment  income 
("QPSII")  will  be  limited  such  that  the  amount  of  assets  that  can 
be  invested  to  earn  QPSII  cannot  exceed  80%  of  the  firms'  adjusted 
tangible  assets  in  Puerto  Rico. 

3.  SHORTCOMINGS  OF  THE  EXECUTIVE  BRANCH  PROPOSAL   II 

The  Executive  Branch  proposal  imposes  severe  economic 
consequences  upon  Puerto  Rico's  economy.  More  specifically,  we 
identify  the  following  specific  consequences  resulting  from  their 
proposed. : 

(a)  The  Executive  Branch  proposal  is  designed  not  to  make 
any  type  of  firm  better  off,  but  to  make  the  majority  of  the  firms 
worse  off.  Specifically,  the  way  the  incentive  is  structured,  it 
makes  the  most  labor  intensive  firms  no  worse  off  than  they  are 
under  the  current  system,  but  it  makes  the  more  capital  intensive 
high  tech  firms  worse  off  thein  they  currently  are  by  the  imposition 
of  new  federal  tfucation. 

The  Executive  Branch  proposal  has  an  adverse  impact  (i.e. 
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results  in  a  new  federal  tax  liability)  upon  almost  60%  of  the 
firms  operating  under  Section  936.  These  firms  which  eire  adversely 
affected,  presently  employ  63%  of  all  Section  936  employees  and 
account  for  almost  forty  percent  of  the  entire  manufacturing 
employment  in  Puerto  Rico. 

Puerto  Rico  has  been  losing  leJaor  intensive  jobs  to  third 
world  countries  for  the  last  twenty  years.  There  has  been  a  32% 
loss  in  leibor  intensive  jobs  since  19731  Our  recent  employment 
growth  in  the  high  tech  sectors  has  offset  losses  in  the  labor 
intensive  sectors  amd  enabled  the  island  to  maintain  the  same  level 
of  mcmufacturing  employment  for  the  last  twenty  yeaors. 

By  msJcing  the  high  tech  sectors  worse  off  them  they  are  under 
the  current  system  the  Administration  proposetl  will  reduce  future 
employment  growth  in  these  high  tech  sectors.  As  a  result  of  this 
fact,  combined  with  the  normal  loss  of  labor  intensive  jobs  to  low- 
wage  countries,  we  will  begin  to  evidence  real  job  losses  in  the 
manufacturing  sector. 

The  NAFTA  agreement  will  accelerate  the  loss  of  labor 
intensive  and  moderate  capital  intensive  jobs  to  Mexico.  This  will 
futher  intensify  the  adverse  force  of  the  Treasury  proposal  on 
Puerto  Rico ' s  economy . 

(b)  The  Executive  Branch  proposal  includes  a  cap  based 
solely  upon  the  actual  wage  paid.  In  our  opinion  the  employee's 
full  compensation  should  be  incorporated  into  the  cap  amount. 
Fringe  benefits  emd  payroll  tauces  cure  an  integral  component  of  the 
lessor  cost  that  a  firm  beeurs  for  hiring  a  worker.  In  ordef  for 
Puerto  Rico  to  maintain  our  competitive  position  for  ledsor 
intensive  jobs  relative  to  locations  such  as  Mexico  and  the 
Domi  nicam  Republic  we  must  include  the  total  compensation  under  the 
cap.  Our  fringe  benefits  alone  in  Puerto  Rico,  for  ladior  intensive 
jobs,  are  higher  them  the  entire  compensation  paid  to  workers  in 
these  third  world  countries. 

(c)  The  Executive  Bramch  proposal  is  one  dimensionad.  in 
that  it  attempts  to  provide  an  incentive  to  the  labor  intensive 
sectors  for  employing  workers.  It  does  not  provide  any  incentive 
for  the  employment  of  capital  in  plant,  equipment  amd  machinery. 

(d)  The  Executive  Bramch  proposal  does  not  consider  the 
Puerto  Rican  tax  base  amd  will  result  in  the  substantial  loss  of 
tax  revenues  to  the  Government  of  Puerto  Rico.  The  Administration 
proposal  could  result  in  the  loss  of  some  15%  to  18%  of  the  general 
revenue  funds  (all  personal  and  corporate  income  tauces,  all 
inheritance  and  gift  taxes,  all  license  fees,  amd  all  excise  teuces 
collected  on  local  consumption)  of  the  government.  This  sizeable 
loss  in  the  Government's  taix  base  is  a  devastating  problem. 

(e)  The  Executive  Branch  proposal  is  basically  unfair  amd 


505 


inequitable  to  the  people  of  Puerto  Rico.  On  average  the  revenue 
raising  aspects  of  the  President's  package  raise  $1,200  per  person 
for  the  nation  as  a  whole.  However,  for  Puerto  Rico  the  Treasury 
proposal  for  Section  936  alone  raises  $2,000  per  person.  This 
represents  a  significamt  difference,  almost  75%  more,  in  the  per 
capita  revenues  to  be  raised  in  Puerto  Rico  from  the  Executive 
Branch ' s  program. 

When  the  relative  income  of  Puerto  Rico  versus  that  for  the 
whole  nation  is  factored  into  the  analysis,  the  relative  burden  on 
Puerto  Rico  is  six  times  more  than  that  for  the  nation  as  a  whole. 

3.  THE  ROSSELLO  PROPOSAL 

The  Governor  of  Puerto  Rico,  Dr.  Pedro  Rossello,  has  developed 
a  proposal  that  deals  in  a  fair  and  responsible,  manner  with 
possible  revisions  to  Section  936.  This  proposal  consists  of  two 
options  that  a  peurticipating  firm  may  choose.  One  option  includes 
a  total  compensation  based  cap  upon  the  Section  936  credit  and  the 
second  option  is  an  income  based  incentive.  Each  of  these  will  be 
briefly  detailed  below  (the  full  proposal  is  attached  as  an 
appendix  to  this  memorandum) : 

(a)  Compensation  Based  Option  A  Section  936  firm 
electing  this  option  may  not  take  a  Section  936  credit  that  is 
greater  than  the  sum  of:  (1)  100%  of  the  FDTA  wages,  fringe 
benefits  and  payroll  taxes  attributables  to  its  workers  in  Puerto 
Rico;  plus  (2)  am  investment  tcuc  credit  of  10%  of  the  new 
investment  in  plamt,  machinery  and  equipment;  plus  (3)  taxes  paid 
to  the  Government  of  Puerto  Rico  (  up  to  a  mnximnm  of  9%)  on  the 
eaumings  of  the  business  enjoying  the  benefit  of  Section  936. 

In  addition,  a  firm's  qualified  possession  source  investment 
income  ("QPSII")  earnings  retain  their  current  exclusion  from 
federal  taxation. 

Those  firms,  which  have  excess  credits  when  the  total  credits 
exceed  the  tax  liadDility  from  the  Section  936  firms'  operations, 
may  utilize  these  excess  credits  against  their  combined  taxable 
income  attributable  to  products  manufactured  in  Puerto  Rico. 

To  insure  that  firms  hire  employees  to  engage  in  productive 
work  and  not  simply  to  maximize  their  total  compensation  credit  we 
have  incorporated  strict  limitations  within  Governor  Rossello 's 
proposal  for  Section  936. 

(b)  INCOME  BASED  OPTION .  A  firm  may  select  am  income 
based  incentive  which  provides:  (1)  90%  of  the  Section  936  credit 
during  1994;  amd  (2)  80%  of  the  Section  936  based  credit  in  1995 
amd  for  all  succeeding  yeairs. 

This  option  also  continues  the  full  exemption  for  the 
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qualified  possession  source  investment  income. 

This  alternative  reduces  by  20%  the  tax  benefits  of  those  more 
profitaible  companies  which  would  not  elect  the  total  compensation 
based  option.  This  20%  reduction  is  greater  than,  the  eunount 
proposed  last  year  by  the  Chairman  of  The  House  Committee  On  Ways 
And  Meauis. 

4.  OMDERLYING  RATinwaT.B  VQH   GOVERNOR  ROSSBT.T.n'fi  PROPOSAL 

The  overiding  consideration  for  the  Rossello  proposed,  is  to 
insure  that  Section  936  generates  a  sufficient  number  of  new  job 
opportunities  for  the  3.6  million  0.  S.  citizens  residing  in  Puerto 
Rico,  and  to  do  so  in  a  cost  effective  manner.  The  Rossello 
proposal  accomplishes  this  goal.  The  specific  elements  by  which 
this  is  accomplished  are; 

(a)  The  Rossello  proposal  includes  two  options.  One 
option  will  be  attractive  for  the  high  tech  capital  intensive  firms 
and  one  option  will  be  more  attractive  to  the  more  labor  intensive 
firms.  The  Executive  Bremch  proposal  was  one  dimensional  and  did 
not  have  an  attraction  for  the  high  tech  capital  intensive  types  of 
firms.  By  having  two  specific  options,  one  that  appeals  to  each 
type  of  firm,  the  Rossello  proposal  addresses  this  issue.  We  will 
provide  an  array  of  incentives  to  attract  the  full  spectrum  of 
firms. 

(b)  The  Rossello  proposal  results  in.  a  fair  increase  in 
the  federal  tax  burden  upon  the  most  profitable  firms  operating 
under  this  provision.  By  doing  so  there  will  be  a  significant 
amount  of  revenue  raised  for  the  U.  S.  Government  to  reduce  its 
deficit.  However,  these  chamges  will  not  impair  the  incentive 
program  for  the  future  development  of  Puerto  Rico. 

(c)  The  Rossello  proposal  permits  our  workers  to  obtain 
high-skilled,  high-wage  jobs  in  an  expanding  high-tech 
manufacturing  sector  along  with,  and  not  exclussively  as  in  the 
Executive  Bremch  proposal,  labor  intensive  jobs  that  cam  be 
promoted  with  our  inclusion  of  the  combined  teucatble  income  concept 
into  the  revised  incentive  program. 

(d)  The  maintenance  of  the  concept  of  qualified 
possession  source  investment  income  in  the  incentive  program  will 
retain  the  adveintage  of  lower  cost  investment  funds  for  Puerto 
Rico ' s  economic  development  funding  requirements . 

(e)  The  allowance  for  the  full  credit  of  taxes  paid  to 
the  Puerto  Rican  government  will  avert  a  major  budget  problem  for 
our  government.  Under  the  Executive  Bremch  program  the  Puerto  Rico 
Government  could  lose  up  to  15%  to  18%  of  its  total  tax  revenues. 
This  is  not  a  problem  under  the  Rossello  alternative. 
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APPENDIX  A:  SECTION  936  PROPOSAL 

OF  GOVERNOR  PEDRO  J.  ROSSELLO 

I.  A  Section  936  Corporation  will  be  entitled  to  compute  the 
Section  936  tax  credit,  at  their  option,  under  either  of  the 
following  formulas: 

A.  A  Section  936  credit  equal  to  the  sum  of  the 
following,  against  the  Combined  Taxable  Income  for  products 
manufactured  in  Puerto  Rico  by  the  electing  corporation,  as  defined 
in  IRC  Section  936(h)  (5)  (C)  (ii)  (II): 

(i)   100%  of  total  compensation,  including  all 
fringe  benefits  and  payroll  taxes; 

(ii)   All  Puerto  Rico  income  tzixes  and  withholding 
taxes  on  dividends,  paid  by  the  936 
corporation,  up  to  a  9%  effective  tax  rate; 

(iii)  All  O.  S.  income  taxes  on  the  qualified 

possession  source  investment  income  ("QPSII") ; 
and, 

(iiii)  An  amount  equal  to  10%  of  investments  in 
plamt,  machinery  and  equipment  placed  in 
service  by  the  936  company  after  December  31, 
1993.  This  would  be  available  for  use  in  the 
year  when  the  investment  is  placed  in 
service,  or  during  any  of  the  following  two 
taxable  years,  at  the  option  of  the  tsuqpayer. 

The  maximum  amount  of  compensation  to  be  taken  into  account 
for  each  employee  will  be  limited  to  the  sunount  subject  to  federal 
social  secxirity  withholding  (currently  $57,600),  and  the  936 
corporation  will  be  entitled  to  a  full  deduction  for  compensation 
paid. 

The  credit  for  investments  would  grant  incentives  for  future 
investments  in  plant,  machinery  and  equipment  in  Puerto  Rico,  and 
should  provide  full  depreciation  for  investments  in  plemt, 
machinery  and  equipment. 

Special  rules  and  limitations  would  be  established  to  avoid 
the  possibility  of  increases  in  compensation  and  tjuc  credits 
without  a  corresponding  increase  in  business  operations  in  Puerto 
Rico,  solely  for  the  purpose  of  benefiting  from  the  total 
compensation  credit  against  combined  taxeible  income.  These 
limitations  would  only  allow  credits  for  future  compensation 
increases  to  the  extent  they  fall  within  a  1990  to  1992  average 
benchmzurk  ratio  of  total  compensation  to  net  sales.  Exemptions 
from  the  benchmark  ratio  would  be  availetble  if  the  936  corporation 
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is  able  to  justify,  subject  to  Treasury's  audit,  that  the  ratio 
should  be  raised:  (i)  due  to  expansion  of  operations  and  added 
production  in  Puerto  Rico  which  is  more  labor  intensive;  (ii) 
hiring  during  1994  of  a  number  of  workers  which  is  equal  to  its 
1991-1992  average  of  temporary  workers  or;  (iii)  hiring  of  workers 
which  previous  to  1993  had  worked  directly  as  contractors,  or 
employees  of  contractors  for  the  936  corporation.  Furthermore, 
consistent  with  the  significant  business  presence  rules  of  IRC 
Section  936(h) (5) (B) (iii) (II)  and  IRC  Regulations  Section 
1.936.5(c)  Question  and  Answer  Number  4  for  contract  manufacturers, 
compensation  paid  by  a  936  corporation  would  include  the  Isibor 
costs  of  contract  employment  agencies;  if  these  can  be  established, 
otherwise  50%  of  the  amounts  paid  to  contract  manuf  actvirers , 
independent  contractors  or  temporary  employment  agencies,  provided 
the  contract  manufacturer,  independent  contractor  or  temporary 
employment  agency  is  not  a  Section  936  corporation  and  all  their 
services  are  rendered  within  Puerto  Rico. 

B.  The  current  Section  936  credit  is  reduced  to  the  following 
percentages : 

1994  90% 

1995  and  in  succeeding  years   80% 

In  addition,  the  Section  936  corporation  will  be  entitled  to 
a  full  Section  936  credit  for  "QPSII"  subject  to  the  current 
"QPSII"  limitations. 
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Disbursed  Projects 

Endorsed  Projects  by  the  OfTice  of  the  Commissioner  of  Financial  Institutions 

As  of  May  4,  1993 


Projects 


Jobs     Jobs        Financial     936  Loan 
P.R.     Caribe  Institution 


Industry 


BARBADOS 

R.nrbados  Bollling  Co  LTD 
B;iibados  Telephone  Co. 
Barbados  Telephone  Co. 
Bondlius 

FInanclamlenIo  936 
Tol»l  p»r»  B»rb«do» 


<  proy- 


n/a 
n/a 


n/a 
n/a 
132 


159 
159 


Partners  950,000  Maqulnaria  Industrial 

Scollabank  13,000.000  Inlraesliuctura 

Bankers  Trust  22,000,000  Infraeslructura 

Partners  1 50,000  Produclos  Fabrlcados  de  Metal 

36.100.000 
36.100,000 


COSTA  RICA 

Calanzaro 

Clilqulla  Brands 

Coopesa 

Escosa 

NCeSA 

Inv  Cen-Am 

Inverslones  Zeta 

Lovable  Brassiere  Co. 

Paralso  Verde 

Searle  Pharmaceutical  Ptod.  " 

Texaco  Costa  Rlea 

TIco  Verde 

FInanclamlento  936  1  1 

PI  Gemela  con  Fondos  936  1 

Total  par«  Co»la  Rica  12  ptoy. 


n/a 

n/a 


n/a 
n/a 


7,200 
120 
165 
92 
140 
n/a  220 

n/a  400 

n/a  100 

n/a  3  3 

n/a  240 

n/a  100 

n/a       8,777 
n/a  33 

n/a      8,810 


Partners 
Bankers  Trust 
Partners 
Citibank 
Partners 
Partners 
Citibank 
Partners 
Partners 
Citibank 
Citibank 
Parlrwrs 


650,000 
38,000,000 

500,000 
2,500,000 

999,000 

300,000 
5.000.000 

600.000 

900.000 
1.628.000 
4,049,000 

900,000 

53,748,000 

1,628,000 

55,376,000 


Turlsmo 

AgrolrKlustrla 

Metal  y  Productos  de  Metal 

Productos  de  Concreto 

Manutaclura  de  Lozas 

Agrolndustria 

Inlraestruclura 

Textll 

Agrolndustria 

Oulmlcos  y  Productos  Reladonados 

Comerdo  at  Dotal 

Agrlcultura 


DOMNICA 
ABC  Container  " 
PI  Remela  con  Fondos  936 
Tolal  para  Dominica 


^  p'^°y 


2.100,000  Papel  y  Productos  Reladonados 

2,100,000 
2,100,000 


GRENADA 

Grenada  Telephone  Co. 

FInarKlamlento  936 
Total  para  Grenada 


P">y 


n/a 
n/a 


Bankers  Trust  8.000.000  Telecom unk;aclones 

8.000.000 
8,000,000 


HONDURAS 

Adiiolel 
CAHSA 
Hondulet  I 
MDEMA 
IMDEMA II 
nio  N.ince 

rinanclamienlo  936 
Tolal  para  Honduras 


Pfoy- 


n/a 

150 

n/a 

300 

n/a 

475 

n/a 

255 

n/a 

14 

n/a 

1.244 

n/a 

1,244 

Partners  980.000  Turlsmo 

Parlners  999.000  Agrolndustria 

Chase  76.000.000  Telecomunlcaclones 

Parlners  550.000  Madera  y  Productos  de  Madera 

Partners  200.000  Madera  y  Productos  de  Madera 

Parlners  250.000  Agrolndustria 

78,979,000 
78,979,000  
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Projecis 


l<;i  AS  VinCENES  EE  UU. 


3»hn     Jolis         Finnnrinl      936  Loan  Industry 

r.K.     Caribe  Instiluliun 

,,/n  200  embank  9.135.000  Tmlsmo 


rin.KK-lanilBiiIn  936 
lolal  p»ri  I.VE.U. 


«  p'oy 


JAMAICA 

All  .Inm.iica 

Alrnn 

Alp.ifl 

Jamaica  Bro*l©rs 

Jnm.iira  Grando.  Ltd. 

J.inialca  InlBf  Tnlecom 

J.iin.ilca  TBI  Co  LTD  I 

J.iin.ilc.->  Tel.  Co  LTD  II 

J.iin.ilcii  Tnl.  Co  LTD  Ml 

RovtwiK 

Tnn^r.iiibbnan  Cable 

HOC/  TianslKxe 

rin.inclamlenio  936 
Tol»l  p»r«  J»m»lc« 


12  proy. 


nEPUBLICA  DOMNICANA 

Bialnj 

CitlMmlk 

C.vlbPi 

C.iiKmx  II 

riesta  Bavaio  Molel 

MnlPl  Emba)adof 

Mplaldom 

Molaldom  II 

NSSCailbe 

S».ibo3td 

rinanclamlenio  936 
Tel»l  p»r»  H.  P. 


10   proy. 


TRINIDAD  &  TOBAGO 

Ainoro  OB 
MoMOil 
rinonix  Park 
Toi.ico  TilnkJad 

rinanclamlenio  936 
lolal  paf«  T  t  T 


*  P">y- 
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TOTAL  PARA  FINAN.  936 
KM  AL  PARA  PL.  GEMELAS/ 
rinancl.idas  con  londos  936         2 


rl/.T  ?00 

!/•  200 


n/a 
n/a 
n/a 
n/a 
n/a 
n/a 


9.135.000 
0,13$, 000 


100 
594 
125 


Dtexel 

embank 

Paine  Webbof 

embank 

Ctiase 

Scollabank 

Scollabank 

Scollabank 

Scollabank 

Chase 

Ctiase 

GIB 


n/a       1.007 
n/a      1,007 


51.000.000 
60.000.000 
60.000.000 

3.000.000 
27.000,000 

6.000.000 
22.000.000 

6.086.000 

5.400.000 
10.000.000 
17.000.000 

8.700.000 

276.186.000 
276,186.000 


400 


Sen/lclos 

Melal  y  Pioducto«  Relackxiadoi 

Metal  y  Pioduclos  Relaclonado* 

Allmenloa 

Tmlsmo 

Telecom  unlcaclone* 

Telecom  unlcaclonas 

Telecom  unlcaclonet 

Telecom  unksadonat 

Turl«mo 

Servldos 

Servldos 


Parlnets 

6  Parlnots 

100  embank 

n/a  embank 

305  Central  CocpTBIIbao 

1  7    Com.Mgoei/Bllbao 

24  0  Scollabank 

n/a  Scollabank 

200  Clllbank 

24  Qiase 

1.292 

1,292  


520.000  Ropa  y  Te>llle« 
999.900  Agrolnduslria 
1.620.000  Procesamlento  de  AHmento* 
810.000  Ptocasamlenio  de  Anmenlos 
22.000.000  Turlamo 
2.500.000  Turtemo 
27.500.000  Melale*  y  Produclos  Relaclonado* 
2,500.000  Melales  y  Pioduclos  Relactonados 
4,500.000  Ensetes  EI6clrteo«  y  Elec»6nlca 
18,000.000  Inlraestfuclura 

80.949,900 
80,949,000 


n/a  163 

n/(         163 


113  Isl  Boston/Chase  75.000.000  Prodoce)6n  de  Qa«  nalwal 

n/a  Scollabank  35.000.000  EipkxadAn  de  PabMeo 

50  Clllbank  80.000.000  Rellnorla  de  PoUOteo 

n/a  Scollabank  20.000.000  Exptoraddn  de  PabMeo 

210.000.000 
210,000,000 


3.728.000 


lOTALES 


51 


756,825,900 
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Mr.  Romero-Barcelo.  Thank  you,  Mr.  Chairman  and  members 
of  the  committee. 

Chairman  ROSTENKOWSKI.  Mr.  O'Neill,  Mr.  Podolin,  Mr.  Gordon, 
Mr.  Murphy,  gentlemen,  I  think  several  of  you  know  the  routine 
here.  You  are  allocated  5  minutes.  If  you  have  a  longer  statement 
than  that,  we  would  appreciate  it  if  you  summarize.  I  want  you  to 
understand,  however,  that  the  warning  light  only  comes  on  4  min- 
utes into  your  testimony,  which  then  signals  the  red  light  which 
gives  you  the  5  minutes  that  you  have  been  allocated.  We  would 
like  for  you  to  stay  within  that  framework.  If  however  you  are  clos- 
ing down  on  a  statement,  we  understand  that. 

So  having  said  that,  when  I  recognize  you,  would  you  please 
identify  for  the  record  your  title  so  that  the  court  reporter  can 
record  it. 

Mr.  O'Neill,  if  you  are  ready,  the  committee  is  ready  to  take  your 
testimony. 

STATEMENT  OF  ALBERT  C.  O'NEILL,  JR.,  CHAIR,  SECTION  OF 
TAXATION,  AMERICAN  BAR  ASSOCIATION 

Mr.  O'Neill.  Thank  you,  Mr.  Chairman.  My  name  is  Albert 
O'Neill.  I  am  chair  of  the  Section  of  Taxation  of  the  American  Bar 
Association,  and  I  am  appearing  today  here  on  behalf  of  the  asso- 
ciation. 

I  would  like  to  discuss  some  of  the  proposals  before  you  solely 
from  the  standpoint  of  certain  tax  policy  and  tax  administration  po- 
sitions. My  testimony  will  not  support  or  oppose  any  particular  pro- 
posal. Even  though  I  may  express  some  concerns,  we  recognize  that 
the  broader  policy  considerations  you  must  take  into  account  as 
you  deliberate  may  well  dictate  a  different  result  than  would  be 
reached  if  you  simply  used  the  tax  policy  principles  that  we  will  be 
discussing. 

Our  basic  position  is  to  urge  the  committee  to  proceed  with  great 
caution  before  adopting  changes  that  run  counter  to  the  overall 
purposes  and  achievements  of  the  Tax  Reform  Act  of  1986.  The 
American  Bar  Association  has  strongly  supported  the  fundamental 
objectives  of  the  1986  act,  and  we  continue  to  believe  in  the  bene- 
fits to  our  tax  system  that  flow  from  the  simplicity,  efficiency,  and 
fairness  created  by  a  broad  base  with  lower  rates.  Because  of  these 
views,  we  do  have  some  serious  tax  policy  concerns  about  the  pro- 
posed new  tax  incentives. 

In  your  deliberations,  we  urge  you  to  remember  well  the  reasons 
for  tax  reform.  In  effect,  we  ask  that  you  give  strong  consideration 
to  the  impact  of  each  new  proposal  on  the  perceived  and  actual 
fairness  of  the  system,  on  the  neutrality  of  the  system,  and  on  the 
simplicity  of  the  system.  Consideration  also  needs  to  be  given  to 
the  cumulative  effect  of  the  changes.  What  may  not  be  that  great 
of  a  deviation  from  the  tax  policy  principles  we  advocate  when  con- 
sidered in  isolation  may  well  be  very  damaging  when  combined 
with  other  changes. 

I  would  like  to  take  a  look  now  at  some  of  the  specific  proposals 
before  you  in  light  of  tax  policy  principles.  For  example,  take  the 
investment  tax  credit  provisions.  We  believe  they  raise  numerous 
fairness  concerns,  particularly  when  viewed  by  service  and  other 
noncapital  intensive  industries;  and  for  those  businesses  that  are 
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able  to  use  the  ITC,  is  it  fair  to  distinguish  between  them  on  the 
basis  of  size? 

In  our  written  comments  we  have  also  raised  other  fairness  con- 
cerns about  the  ITC  proposals.  These  proposals  also  present  neu- 
trality concerns,  as  do  the  enterprise  zone  proposals.  We  must 
make  sure  that  enterprise  zones  do  not  become  the  tax  shelters  of 
the  1990s. 

The  proposed  increase  in  ordinary  income  rates  will  create  over 
a  12  percent  disparity  in  rates  between  capital  gains  and  ordinary 
income  at  the  top  end.  We  believe  that  this  spread  will  be  sufficient 
to  cause  high  income  taxpayers  to  spend  considerable  time  once 
again  planning  their  transactions  so  as  to  convert  ordinary  income 
into  capital  gains.  The  targeted  capital  gains  proposals  will  obvi- 
ously exacerbate  the  situation. 

Then  there  are  the  so-called  negative  preferences — for  example, 
the  denial  of  deductions  for  certain  compensation  in  excess  of  a  mil- 
lion dollars  and  the  denial  of  deductions  for  lobbying  expenses.  We 
believe  that  these  provisions  are  just  as  contrary  to  the  principles 
of  tax  reform  as  are  the  positive  incentives.  Our  tax  system  is  one 
that  seeks  in  general  to  tax  net  income,  not  gross  income,  and 
when  one  starts  to  deny  deductions  for  legitimate  business  expendi- 
tures, on  what  basis  does  one  draw  a  rational  and  consistent  line? 

All  of  these  proposals  will  also  add  to  complexity,  both  in  the 
planning  aspects  and  in  the  administration  of  the  system. 

Having  pointed  out  what  we  perceive  to  be  some  tax  policy  and 
tax  administration  concerns  with  many  of  the  President's  key  eco- 
nomic proposals,  let  me  reiterate  what  I  said  at  the  beginning.  We 
are  not  suggesting  that  these  proposals  be  rejected.  In  a  particular 
case  economic  and  social  policy  concerns  may  well  outweigh  the  tax 
policy  concerns.  What  we  do  urge  is  that  the  tax  policy  objectives 
that  we  have  advanced  not  be  regarded  lightly. 

Before  closing,  I  would  also  like  to  make  two  brief  comments 
about  the  process.  First,  we  are  greatly  concerned  about  the  impact 
that  complexity  has  on  compliance.  If  a  targeted  proposal  is  to  be 
enacted,  we  would  urge  that  the  rules  governing  the  incentive  be 
kept  just  as  simple  as  possible,  even  at  the  risk  of  having  some  un- 
intended benefits  made  available  to  taxpayers. 

Second,  we  understand  the  time  pressures  that  you  face,  but  we 
urge  the  committee  and  the  administration  to  release  legislative 
language  for  review  by  groups  such  as  ours  just  as  soon  as  possible, 
and  in  any  event  before  decisions  are  made.  The  Section  of  Tax- 
ation is  more  than  willing  and  welcomes  the  opportunity  to  work 
with  the  staff  in  analyzing  and  ironing  out  technical  issues  raised 
by  the  legislative  proposals.  As  in  the  past,  we  gladly  volunteer  our 
services  in  this  regard.  Thank  you. 

[The  prepared  statement  follows:] 
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TESTIMONY  OF  ALBERT  C.  O'NEILL,  JR. 
ON  BEHALF  OF  THE  AMERICAN  BAR  ASSOCIATION 

COMMITTEE  ON  WAYS  AND  MEANS 
HOUSE  OF  REPRESENTATIVES 

March  17,  1993 


Mr.  Chairman  and  Members  of  the  Committee: 

My  name  is  Albert  C.  O'Neill,  Jr.   I  am  the  Chair  of 
the  American  Bar  Association's  Section  of  Taxation.   I  am 
testifying  today  on  behalf  of  the  American  Bar  Association  at  the 
request  of  J.  Michael  McWilliams,  President  of  the  Association. 

The  Association  recognizes  the  need  for  the  Congress  to 
deal  positively  with  the  President's  proposals  to  reduce  the 
deficit  and  address  other  national  issues.   There  seems  to  be 
widespread  agreement  that  deficit  reduction  is  one  of  our  most 
important  national  priorities.   Other  critical  national  policies 
to  be  considered  include  social  policies,  such  as  how  progressive 
the  federal  tax  system  should  be;  economic  policies,  such  as  the 
need  for  public  and  private  investment;  and  policies  that  relate 
to  using  the  income  tax  as  a  vehicle  for  raising  needed  revenues 
in  a  fair  and  efficient  manner. 

The  ABA  Tax  Section  does  not  claim  expertise  in  matters 
of  social  or  economic  policy,  nor  have  we  been  elected  to  make 
ultimate  decisions  that  balance  competing  economic  policy,  social 
policy  and  tax  policy  concerns.   Our  primary  expertise  lies  in  an 
understanding  of  tax  policy  issues,  tax  system  design  issues 
inherent  in  policy  choices,  the  application  of  the  Internal 
Revenue  Code  to  individuals  and  business  entities,  and  tax 
administration  from  both  the  taxpayer's  and  the  government's 
perspectives.   Through  our  25,000  members,  we  have  broad 
experience  with  the  extent  to  which  taxpayers  respond  to  oppor- 
tunities to  reduce  taxes  by  arranging  their  activities  to  make 
use  of  tax  incentives  or  preferences.   We  also  have  first-hand 
experience  with  the  extent  to  which  complexity  and  uncertainty  in 
the  tax  law  can  have  unintended  effects  on  business  and  invest- 
ment activity. 

My  testimony  today  will  not  support  or  oppose  any 
particular  proposal.   The  policy  considerations  that  must  be 
taken  into  account  by  this  Committee  may  well  justify  a  different 
conclusion  in  a  given  instance  than  would  be  reached  based  on  the 
tax  policy  and  tax  administration  considerations  that  I  will 
address . 

Our  general  position  is  that  the  Committee  should 
proceed  with  great  caution  in  adopting  changes  that  run  counter 
to  the  overall  purposes  and  achievements  of  the  Tax  Reform  Act  of 
1986.   As  you  may  recall  the  ABA  strongly  supported  the  funda- 
mental objectives  of  the  1986  Act  --  broadening  of  the  tax  base 
and  reduction  in  tax  rates  --  in  1985  and  1986.   We  also  testi- 
fied before  this  Committee  in  February  1990  and  February  1992, 
expressing  our  continued  strong  support  for  these  principles.   As 
tax  practitioners,  we  continue  to  believe  in  the  benefits  to  the 
tax  system  that  flow  from  the  simplicity,  efficiency  and  fairness 
created  by  a  broad  base  with  lower  rates . 

As  a  result,  we  have  serious  tax  policy  and  tax 
administration  concerns  about  the  combination  of  increased  rates 
and  new  tax  incentives  in  the  Administration's  tax  proposals. 
Admittedly,  deficit  concerns  may  influence  the  deliberations  on 
higher  rates,  and  social  and  economic  policy  considerations  may 
influence  the  deliberations  on  tax  incentives  for  particular 
investments.   However,  we  would  urge  the  Committee  to  remember 
well  the  reasons  for  tax  reform  as  it  considers  the  degree  to 
which  it  should  increase  rates  and  provide  new  preferences: 
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1.  Fairness . 

The  preferences  that  had  accumulated  in  the  tax 
code  before  1986  caused  taxpayers  with  similar  incomes 
to  pay  widely  varying  amounts  of  income  tax.   Indi- 
viduals and  corporations  with  substantial  economic 
Incomes  were  able  to  pay  little  or  no  tax  by  using 
these  preferences.   These  factors  created  a  perception 
that  the  tax  system  was  unfair,  which  undermined  the 
general  public's  respect  for  the  tax  laws. 

Tax  reform's  elimination  of  preferences  and  tax 
shelters  has  had  a  significant  impact  on  the  effective 
progresslvity  of  the  tax  system.   The  broadening  of  the 
tax  base  has  meant  that  many  people  with  significant 
income  pay  a  higher  effective  tax  rate  on  their  income 
than  they  did  before  tax  reform,  even  though  nominal 
rates  were  lowered. 

2 .  Efficiency  or  Neutrality. 

Preferences  distorted  economic  decisions,  channel- 
ling funds  into  investments  based  on  their  tax  results 
rather  than  their  economic  return.   Tax  shelters 
clogged  the  tax  administrative  process  as  well  as  the 
courts  and  threatened  the  continued  health  of  our 
income  tax  system. 

3.  Simplicity  or  Admlnistrabilltv. 

The  existence  of  preferences  and  special  rules 
forced  taxpayers  to  determine  whether  they  fit  within 
the  favored  group  or  not,  and  the  IRS  had  to  make 
similar  determinations  as  part  of  the  audit  process. 
Taxpayers  understandably  sought  to  fit  their  trans- 
actions within  one  of  the  favored  categories,  thus 
giving  rise  to  transactional  complexities  and  the 
artificial  structuring  of  transactions  and  investments. 

Many  tax  proposals  designed  to  address  economic  ills 
are  problematic  when  examined  ^rom  the  perspective  of  the  gener- 
ally agreed  goals  of  tax  reform.   Even  though  a  proposal  may  seem 
to  be  harmless  (or  nearly  so)  in  isolation,  the  accumulation  of 
such  "innocent"  provisions  over  time  produces  a  tax  code  that  the 
public  regards  as  so  unfair  that  compliance  suffers.   We  are 
concerned  that  the  reintroduction  of  preferences  --  in  the  name 
of  economic  incentives  --  will  return  us  to  the  very  problems 
that  tax  reform  was  intended  to  solve. 

The  types  of  problems  that  concern  us  can  be  illus- 
trated by  several  of  the  proposals  that  have  been  put  forward. 
Without  suggesting  that  any  particular  proposal  raises  more 
concern  than  others,  let  me  give  some  examples  of  how  we  view 
several  proposals  against  the  backdrop  of  the  goals  of  tax 
reform: 

1.    Fairness. 

Fairness  concerns  are  raised  by  proposals  such  as 
the  investment  tax  credit,  which  will  result  in  tax- 
payers with  similar  incomes  paying  different  amounts  of 
tax.   Taxpayers  in  service  businesses  and  other  indus- 
tries with  little  tangible  capital  will  question  the 
fairness  of  a  provision  that  subsidizes  certain  types 
of  tangible  capital.   In  addition,  the  incremental 
nature  of  the  credit  for  large  businesses  raises 
serious  fairness  Issues  for  those  who  have  spent  their 
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available  capital  on  substantial  recent  investments  or 
who  have  otherwise  recently  completed  their  anticipated 
expansions  for  the  immediate  future.   The  temporary 
nature  of  the  large  business  credit  raises  fairness 
issues  for  investments  coimnitted  before  the  beginning 
date  but  occurring  during  the  credit  period,  as  well  as 
those  committed  before  the  end  of  the  credit  period  but 
made  later.   Why  should  a  business  that  has  committed 
to  the  investment  before  the  credit  period  begins  get 
the  credit,  and  one  that  commits  to  the  investment 
during  the  credit  period  not  get  it?   That  is  the 
proposal  as  we  understand  it.   Finally,  the  differen- 
tiation between  small  and  large  businesses  creates  its 
own  set  of  fairness  issues.   Why  are  small  businesses 
more  worthy  of  tax  relief  than  larger  ones?  And  what 
divides  large  and  small  businesses? 

2.  Efficiency  or  Neutrality. 

While  an  ITC  could  also  be  used  as  an  example  of  a 
proposal  that  is  contrary  to  the  principle  of  tax  neu- 
trality, the  enterprise  zone  proposals  serve  equally 
well.   The  proposals  are  specifically  designed  to 
induce  certain  types  of  investments,  as  opposed  to  tax 
reform's  goal  of  letting  market  forces  direct  invest- 
ments.  Serious  attention  must  be  given  to  preventing 
enterprise  zones  from  becoming  the  tax  shelters  of  the 
1990's. 

Some  of  the  Administration's  proposals  would 
introduce  "negative  preferences"  by  denying  deductions 
for  certain  business  expenses  that  should  be  deductible 
in  a  system  that  seeks  to  tax  net  income  rather  than 
gross  income.   The  denial  of  deductions  for  compensa- 
tion exceeding  $1  million  and  the  denial  of  deductions 
for  lobbying  expenses  are  examples . 

From  a  tax  policy  perspective,  if  compensation  is 
paid  or  accrued  and  is  not  a  disguised  dividend,  it 
should  be  deductible.   If  the  payment  of  such  compen- 
sation is  not  deemed^ to  be  acceptable,  limitations 
could  be  imposed  outside  the  Internal  Revenue  Code. 

Negative  preferences  are  just  as  contrary  to  the 
principles  of  tax  reform  as  positive  preferences,  such 
as  the  ITC  and  enterprise  zones .   We  are  concerned  that 
once  Congress  starts  down  this  road,  consistent  tax 
policy  is  abandoned  and  there  are  no  principled  bases 
for  decision-making.   Any  expense  that  is  vaguely 
associated  in  the  public  mind  with  some  undesirable 
activity  or  event  may  be  fair  geune.   Deductions  could 
be  denied  for  oil  spill  clean-up  expenses  or  environ- 
mental clean-up  expenses  generally,  or  for  expenses  of 
advertising  "junk  food,"  etc.   By  what  standards  should 
proposals  such  as  these  be  judged  once  we  get  away  from 
the  idea  of  taxing  net  income? 

3.  Simplicity  or  Administrabllitv. 

One  example  of  a  proposal  that  raises  complexity 
concerns  is  the  proposal  to  recreate  a  sizeable  capital 
gains  preference  through  significant  increases  in  the 
top  individual  rate  on  ordinary  income  and  targeted 
capital  gains  relief.   Significant  capital  gains 
differentials  are  bound  to  reintroduce  the  trans- 
actional complexity  that  was  eliminated  by  the  1986 
Act.   As  Intended  by  the  preference,  taxpayers  will 
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seek  to  structure  their  activities,  transactions,  and 
investments  so  as  to  receive  favorable  capital  gains 
treatment.   Attempting  to  convert  ordinary  income  into 
capital  gain  will  once  again  become  a  central  feature 
of  tax  planning.   The  concept  of  limiting  the  special 
exclusion  to  "qualified  small  business  stock"  intro- 
duces a  dimension  of  complexity  not  present  in  prior 
law  and  will  undoubtedly  lead  to  efforts  to  convert 
nonqualifying  gains  into  qualifying  gains  through 
various  techniques . 

The  limitations  on  the  deductibility  of  executive 
compensation  will  require  difficult  and  complex  rules 
and  decision-making  as  a  result  of  the  proposal  to 
exempt  compensation  based  on  "productivity." 

The  incremental  investment  tax  credit  also  raises 
complexity  and  administrability  concerns.   Complex 
miles  will  be  needed  to  deal  with  leasing  transactions, 
investments  through  partnerships,  and  recapture  of  the 
credit  as  a  result  of  dispositions  or  reduced  levels  of 
investment  in  the  future.   In  many  circumstances,  tax 
lawyers  may  be  unable  to  advise  businesses  as  to 
whether  an  investment  will  qualify  for  the  credit 
because  information  necessary  to  compute  the  "base"  may 
be  in  the  hands  of  third  parties  (such  as  lessors)  and 
because  subsequent  events  that  cannot  be  predicted  may 
affect  a  business 's  ability  to  receive  the  full  benefit 
of  the  credit. 

Having  pointed  out  what  we  perceive  to  be  tax  policy 
and  tax  administration  problems  with  many  of  the  President's  key 
economic  proposals,  let  me  hasten  to  reiterate  that  we  do  not 
suggest  that,  all  things  considered,  any  specific  proposal  must 
necessarily  be  rejected.   In  a  particular  case,  economic  and 
social  policy  considerations  may  well  outweigh  tax  policy  and  tax 
administration  concerns.   It  is  the  unenviable  task  of  this 
Committee  to  weigh  all  of  these  considerations  in  reaching  its 
decision.   At  the  same  time,  we  hope  that  this  Committee  will  not 
regard  lightly  the  adverse  impact  of  the  proposals  from  a  tax 
policy  and  tax  administration  perspective. 

Before  closing,  I  would  like  to  coimnent  on  two  addi- 
tional points.   The  first  relates  to  the  complexity  of  our  tax 
law.   We  believe  that  complexity  has  reached  the  point  that 
substantial  numbers  of  taxpayers  are  unable  or  unwilling  to  spend 
the  money  necessary  to  comply  fully  with  the  tax  law.   Major 
contributors  to  the  current  level  of  complexity  are  the  frequency 
of  legislative  change  and,  in  a  number  of  instances,  a  striving 
for  conceptual  purity  that  resists  practical  compromise  with  the 
real-world  concern  of  administrability.   Highly  targeted  propo- 
sals, the  scope  of  which  may  be  constrained  by  revenue  consider- 
ations, inevitably  raise  substantial  complexity  concerns.   We 
hope  that  in  drafting  targeted  provisions,  the  Committee  will  be 
mindful  of  the  complexity  being  engendered,  particularly  where 
the  provision  will  affect  large  numbers  of  individuals.   In  this 
regard,  we  urge  the  Committee  to  measure  the  number  of  affected 
individuals  not  simply  by  counting  those  whose  returns  ultimately 
reflect  application  of  the  provision  but  by  also  counting  those 
who  must  analyze  the  provision  as  it  applies  to  their  fact  situa- 
tion in  order  to  determine  whether  they  fall  within  the  affected 
group  or  not. 

Second,  although  we  understand  the  desire  to  move 
quickly  on  a  tax  bill,  we  urge  the  Committee  and  the  Adminis- 
tration, to  the  extent  possible,  to  release  legislative  language 
for  study  by  groups  such  as  ours  before  the  legislation  is  agreed 
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to.   Chairman  Rostenkowski  is  to  be  conunended  for  following  this 
procedure  with  respect  to  recent  legislative  proposals  (such  as 
simplification  and  technical  corrections).   Affording  affected 
taxpayers  and  professional  groups  the  opportunity  to  review 
legislative  language  in  advance  improves  the  quality  of  the 
legislation  and  goes  a  long  way  toward  fostering  faith  in  the 
fairness  of  the  legislative  process.   The  ABA  Tax  Section  would 
welcome  the  opportunity  to  work  with  the  staff  in  ironing  out 
technical  issues  raised  by  legislative  proposals.   We  volunteer 
our  services  and  believe  that  as  experienced  practitioners  and 
advisers  we  can  be  helpful  to  the  process. 


In  sum,  the  ABA  urges  the  Committee  to  be  mindful  of 
the  achievement  of  tax  reform  and  to  question  carefully  the 
wisdom  of  provisions  that  run  counter  to  that  achievement. 
Although  we  recognize  that  many  factors  outside  our  area  of 
expertise  should  properly  be  considered  by  the  Coimnittee  in 
deciding  whether  a  particular  type  of  tax  legislation  is  advis- 
able, we  urge  the  Committee  to  proceed  cautiously.   It  will  be 
difficult  indeed  to  regain  ground  once  lost. 

I  would  be  happy  to  respond  to  any  of  your  questions. 
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Chairman  ROSTENKOWSKI.  Thank  you. 
Mr.  Podolin. 

STATEMENT  OF  LEONARD  PODOLIN,  IMMEDIATE  PAST  CHAIR- 
MAN, TAX  EXECUTIVE  COMMITTEE,  TAX  DIVISION,  AMER- 
ICAN INSTITUTE  OF  CERTIFIED  PUBLIC  ACCOUNTANTS 

Mr.  Podolin.  Gk)od  morning,  Mr.  Chairman,  I  am  Leonard 
Podolin,  the  immediate  past  chairman  of  the  Tax  Executive  Com- 
mittee of  the  American  Institute  of  Certified  PubHc  Accountants. 
Unfortunately,  our  executive  committee  chairman,  Harvey 
Coustan,  is  unable  to  be  with  us  today,  but  I  am  privileged  to  re- 
place him  in  representing  our  310,000  members. 

The  AICPA  has  for  some  years  now  been  urging  simplification  of 
our  tax  system.  Year  after  year,  statistics  indicate  that  about  half 
of  the  individual  taxpayers  feel  it  necessary  to  hire  a  professional 
preparer  to  comply  with  their  tax  return  obligations.  Many  of  our 
members  are  beneficiaries  of  this  fact.  Nonetheless,  we  advocate 
simplicity  as  an  important  tenet  of  a  tax  system  that  aims  for  vol- 
untary compliance. 

We  acknowledge  that  we  live  in  a  time  of  highly  complex  finan- 
cial transactions  and  that  considerations  of  economics  and  equity 
can't  be  ignored.  We  understand  that  there  will  necessarily  be  some 
complex  tax  provisions.  However,  Congress  needs  to  consider  care- 
fully whether  we  are  approaching  a  point  of  diminishing  returns — 
no  pun  intended — concerning  the  respect  for  the  tax  system  and  for 
voluntary  compliance. 

Congress  is  obviously  not  unaware  of  this  problem.  We  appre- 
ciate the  past  and  present  efforts  of  this  committee's  chairman  to 
include  a  simplification  title  in  a  tax  bill,  including  the  introduction 
of  H.R.  13  earlier  this  year.  Over  the  past  several  years,  we  have 
been  pleased  with  the  approach  to  "rough  justice"  generally  es- 
poused in  the  Treasury  Department  and  the  Internal  Revenue 
Service,  and  we  hope  that  will  continue. 

Still,  Congress  must  not  lose  sight  of  the  need  to  relentlessly  pur- 
sue simpler  laws.  The  government's  interest,  as  well  as  those  of 
taxpayers  are  served  by  less  complexity.  Document  matching  alone 
can't  replace  the  lack  of  IRS  audit  resources  in  a  tax  world  as  com- 
plex as  ours.  In  short,  complexity  carries  a  real  cost  to  the  tax  sys- 
tem through  lower  levels  of  compliance  by  taxpayers,  whether  inad- 
vertent or  intentional,  combined  with  the  inadequate  resources  of 
the  IRS  to  provide  adequate  monitoring.  Complexity  and  lowered 
respect  for  the  system  also  come  from  what  we  call  back-door  ap- 
proaches to  tax  policy. 

We  believe  our  Government  can  and  should  be  more  open  with 
the  American  people.  For  example,  rather  than  imposing  a  10  per- 
cent surtax  on  individual  taxable  incomes  that  exceed  $250,000, 
why  not  just  create  a  40  percent  or  39.6  percent  bracket  in  the  In- 
ternal Revenue  Code?  Instead  of  making  permanent  the  personal 
exemption  phase  out  and  the  3  percent  limitation  on  itemized  de- 
ductions, why  not  recognize  that  this  is  a  back-door  marginal  tax 
rate  increase  on  individuals  at  particular  levels  of  income  and 
translate  that  into  a  direct  tax  rate  increase  which  would  affect 
that  approximate  group  of  individuals. 
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We  believe  a  simpler  tax  system  is  one  that  first  defines  the  tax 
base  more  directly  and  then  raises  revenues  through  adjustment  of 
the  rates,  something  that  political  and  other  considerations  seem 
not  to  have  allowed  in  the  past  several  years.  We  believe  that 
should  change.  Speaking  of  the  need  to  simplify,  consider  the  in- 
vestment tax  credit,  both  the  permanent  and  the  incremental  pro- 
posals. The  complexities  inherent  in  the  administration's  proposal, 
especially  the  incremental  credit,  are  such  that  a  disproportionate 
amount  of  taxpayer  and  IRS  resources  will  be  required  to  ascertain 
that  compliance  levels  are  correct.  All  for  what,  to  a  specific  tax- 
payer, may  well  be  a  relatively  modest  benefit.  Thus  we  suggest 
that  a  direct  rather  than  an  incremental  credit  should  be  employed 
if  possible. 

Perhaps  more  importantly  the  proposal  seems  to  promise  much 
more  than  it  is  likely  to  deliver  to  most  taxpayers.  Our  written 
comments  on  page  3  give  an  example  of  what  we  believe  will  be 
a  fairly  typical  situation  where  the  presumed  7  percent  credit  real- 
ly amounts  to  approximately  2  percent. 

We  are  also  concerned  with  two  proposals  that  raise  the  standard 
for  the  accuracy-related  and  preparer  penalties  and  that  modify  the 
tax  shelter  rules  for  purposes  of  the  substantial  understatement 
penalty.  This  area  of  the  law  was  amended  after  a  well-thought-out 
collegial  review  of  penalties  by  the  Congress,  Treasury,  the  IRS, 
and  professional  organizations  that  took  almost  three  years  and 
concluded  only  as  recently  as  1989.  It  is  entirely  reasonable  for  tax- 
payers to  have  the  right  to  take  a  position  on  a  tax  return  without 
risk  of  penalty  provided  that  the  position  is  not  clearly  wrong  and 
the  position  is  disclosed. 

If  the  law  were  black  and  white  without  the  uncertainties  and 
gray  areas  that  presently  exist,  our  view  on  this  might  be  different. 
However,  given  the  fact  that  the  law  is  subject  to  much  interpreta- 
tion, taxpayers  should  not  be  precluded  from  taking  positions  they 
believe  have  merit. 

The  stated  reason  for  the  change  in  the  Treasury  release  is  that 
"taxpayers  and  preparers  should  try  to  comply  with  the  tax  laws 
in  a  reasonable  manner."  Given  the  nature  and  the  state  of  the  tax 
law  today,  that  is  an  alarmingly  simplistic  statement.  Is  it  unrea- 
sonable for  a  taxpayer  to  take  a  position  where  the  law  is  unclear 
if  the  position  is  fully  disclosed?  Shouldn't  the  taxpayer  have  a 
right  to  a  day  in  court  without  actually  paying  the  tax  and  suing 
for  a  refund?  Courts  do  decide  cases  in  favor  of  taxpayers,  who 
should  not  have  to  face  a  choice  of  giving  in  to  an  IRS  interpreta- 
tion or  going  to  court  to  avoid  a  penalty. 

Ironically  taxpayers  would  no  longer  have  an  incentive  to  dis- 
close their  positions  where  they  take  a  position  where  the  law  is 
unclear. 

Let  me  conclude  with  some  concerns  we  have  about  effective 
dates.  A  number  of  the  proposals  have  retroactive  effective  dates 
that  we  fear  will  create  an  unnecessary  administrative  and  compli- 
ance burden  for  the  IRS,  for  taxpayers,  and  for  tax  professionals. 
As  just  one  example,  the  extension  of  the  research  and  experi- 
mental credit  and  a  number  of  the  other  expired  provisions  applies 
to  expenditures  paid  or  incurred  after  June  30,  1992.  Implementing 
this  provision   retroactively  would  require  many  businesses  that 
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have  paid  or  incurred  such  expenses  after  that  date  to  file  amended 
income  tax  returns  and  would  require  the  IRS  to  process  numerous 
refund  claims. 

We  believe  the  costs  of  compliance  with  a  retroactive  date  are  not 
an  appropriate  tradeoff  for  the  benefits  sought,  and  we  believe 
there  is  a  more  reasonable  alternative,  such  as  requiring  the  tax- 
payer to  claim  the  credit  on  a  1993  return  rather  than  having  to 
amend  a  1992  return.  We  also  foresee  a  problem  with  implement- 
ing rate  changes  on  January  1,  1993,  the  problem  resulting  because 
of  the  failure  to  revise  the  withholding  tables.  A  year  from  now 
some  taxpayers  will  find  that  they  are  receiving  a  smaller  refund 
than  anticipated  or  have  a  balance  due  when  they  expected  a  re- 
fund or  owe  a  lot  more  money  than  they  thought  they  were  going 
to  owe.  This  situation  will  create  a  negative  impression  of  the  tax 
system  for  these  taxpayers  and  it  will  no  doubt  exacerbate  the  IRS' 
already  severe  collection  problems. 

Even  though  the  issue  affects  only  upper  income  taxpayers,  it 
will  become  more  serious  the  farther  into  the  year  that  this  legisla- 
tive process  proceeds.  At  some  point  prospective  application  of  rate 
increases  must  be  given  serious  consideration  because  bunching  up 
of  the  increase  will  be  untenable. 

Finally,  let  me  mention  that  our  written  comments  include 
thoughts  on  a  number  of  proposals  that  are  not  contained  in  the 
administration's  tax  plan  but  that  we  hope  will  be  given  serious 
consideration.  We  will  submit  more  comprehensive  comments  by 
the  April  6  deadline  for  inclusion  in  the  printed  record  and  once 
again  we  very  much  appreciate  the  opportunity  to  present  our 
views  today,  and  we  stand  ready  to  assist  this  committee  in  any 
way  we  can. 

[The  prepared  statement  and  a  supplemental  statement  follow:] 
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STATEMENT  OF  LEONARD  PODOLIN 
AMERICAN  INSTITUTE  OF  CERTIFIED  PUBLIC  ACCOUNTANTS 

Introduction 

Good  morning.  I  am  Leonard  Podolin,  Immediate  Past  Chairman  of  the  Tax  Executive 
Committee  of  the  American  Institute  of  Certified  Public  Accountants.  Unfortunately,  our 
Executive  Committee  Chairman,  Harvey  Coustan,  is  unable  to  be  with  you  today,  but  I  am 
privileged  to  replace  him  in  representing  our  3 10,000 members.  The  AICPA  is  the  national, 
professional  organization  of  CPAs  of  whom  many  (if  not  most)  advise  clients  on  tax  matters 
and  who  prepare  returns  for  millions  of  taxpayers. 

We  are  not  economists  or  politicians;  our  interests  are  sound  tax  policy  and  administration. 
Nonetheless,  our  members  have  a  substantial  interest  in,  and  strongly  support.  President 
Clinton's  stated  goals  of  fostering  public  investment  and  achieving  deficit  reduction.  We  also 
urge,  however,  that  tax  policy  objectives  be  accomplished,  where  possible,  through  simpler, 
more  direct  law  changes.  We  thank  the  committee  for  the  opportunity  to  offer  our 
suggestions.  Please  note  that  our  comments  this  morning  are  based  on  the  Treasury 
Department  February  25, 1993,  release  summarizing  the  Administration's  revenue  proposals. 
Because  of  the  time  constraints  imposed  by  the  scheduling  of  this  hearing,  we  wUl  submit 
more  comprehensive  comments  by  the  April  6  deadline  for  inclusion  in  the  printed  hearing 
record. 


Simplification 

The  AICPA  has,  for  some  years  now,  been  urging  the  need  for  simplification  in  our  tax 
system.  Year  after  year,  statistics  indicate  that  approximately  one-half  of  individual 
taxpayers  feel  it  necessary  to  hire  a  professional  preparer  to  comply  with  their  tax  return 
obligations.  Many  of  our  members  are  beneficiaries  of  this  fact;  nonetheless,  we  are  strong 
believers  in  the  need  for  constant  attention  to  simplicity  as  an  important  tenet  of  a  tax 
system  that  aims  for  voluntary  compliance. 

We  recognize  that  we  live  in  a  time  of  highly  complex  financial  transactions,   and  that 
considerations  of  economics  and  equity  are  also  critical.  Thus,  we  understand  that  there  will 
continue  to  be  a  need  for  complex  tax  provisions.    However,  Congress  needs  to  consider 
carefully  whether  we  are  approaching   a  point  of  diminishing  returns  (no  pun  intended) 
concerning  respect  for  the  tax  system  and  for  voluntary  compliance. 

Congress  is  not  unaware  of  the  problem.  We  appreciate  the  past  and  present  efforts  of  this 
committee's  chairman  to  include  a  simplification  tide  in  a  tax  bUl  (see  our  testimony  below 
with  respect  to  H.R.  13).  Over  the  past  several  years,  we  have  been  pleased  with  the 
approach  to  "rough  justice"  generally  espoused  in  the  Treasury  Department  and  the  Internal 
Revenue  Service.   We  hope  that  will  continue. 

Still,  it  is  critical  that  Congress  not  lose  sight  of  the  need  for  continuous  efforts  toward  a 
simpler  law.  Given  the  limited  resources  of  the  Internal  Revenue  Service  to  audit  returns, 
the  government's  interests,  as  well  as  those  of  taxpayers,  are  served  by  less  complexity. 
Document  matehing  alone  cannot  replace  this  lack  of  other  audit  resources  in  a  tax  world 
as  complex  as  ours.  In  short,  complexity  carries  a  real  cost  to  the  tax  system  through  lower 
levels  of  compliance  by  taxpayers  (inadvertent  and  illegal)  combined  with  the  inability  of  the 
government  (through  lack  of  resources)  to  provide  adequate   monitoring. 

Complexity,  and  lowered  respect  for  the  system,  also  come  from  "back  door"  approaches  to 
tax  policy  We  believe  our  government  can,  and  should,  be  more  open  with  the  American 
people  For  example,  rather  than  imposing  a  10  percent  surtax  on  individual  taxable 
incomes  greater  than  $250,000,why  not  put  a  40  percent  (or  39.6percent)  bracket  m  section 
1  of  the  Code?  Instead  of  making  permanent  the  personal  exemption  phaseout  and  the  3 
percent  limitation  on  itemized  deductions,  why  not  recognize  that  this  is  a  back  door 
marginal  tax  increase  on  individuals  at  particular  levels  of  income,  and  translate  that  mto  a 
direct  rate  increase  which  would  affect  that  approximate  group? 

We  believe  a  simpler  tax  system  is  one  that  fmst  defines  the  tax  base  more  directly,  and  then 
raises  revenue  through  adjustments  of  the  rates  -  something  political  and  other 
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considerations  seem  not  to  have  allowed  in  the  past  number  of  years.  We  believe  that 
should  change. 

Investment  Tax  Credit.  In  this  regard,  with  respect  to  the  Administration's  proposals,  you 
need  to  consider  the  investment  tax  credit,  both  permanent  and  incremental.  The 
complexities  inherent  in  the  proposal,  especially  the  incremental  credit,  are  such  that  a 
disproportionate  amount  of  IRS  resources  will  be  required  to  ascertain  that  compliance 
levels  are  correct  -  and  for  what,  to  a  specific  taxpayer,  may  well  be  a  relatively  modest 
benefit.  Thus,  our  suggestion  is  that  a  direct,  rather  than  an  incremental  credit,  should  be 
employed  if  possible. 

Further,  in  addition  to  the  major  definitional  and  computational  complexities,  the  proposal 
seems  to  promise  more  than  it  is  likely  to  deliver  -  to  most  taxpayers.  First,  while  the 
nominal  rate  is  7  percent,  the  only  taxpayers  who  will  receive  that  rate  on  qualified 
investment  are  "small"  businesses  investing  in  10-year  property  (barges,  tugs,  fruit  trees, 
limited  other  items).  As  a  practical  matter,  the  great  bulk  of  purchased  assets  will  fall  in  the 
5-year  or  7-year  categories,  which  produce  a  lower  ITC. 

For  the  incremental  credit,  there  is  a  further  limitation,  to  50  percent  of  qualified 
investment.  Thus,  the  incremental  ITC  for  larger  businesses  can  never  exceed  3.5  percent 
of  qualified  investment.  The  incremental  credit  is  then  scaled  down  to  reflect  whether 
property  is  less-than- 10-year  property.  Finally,  the  amount  of  the  credit  is  taken  back  into 
income  (at  taxpayer's  highest  bracket)  ratably  in  1995-7, 

Consider  the  acquisition  of  a  $10,000  asset  with  a  7-year  life: 

Nominal  credit  @  7%  $700 

Limitation:    3.5%  of  investment  $350 

($10,000x50%  x7%) 

Less  20%  for  7-year  property  (70) 

Maximum  credit  $280 

Additional  tax  payable  in  1995-7 
($280  X  34%)  |95 

Discounted  for  later  payment  (85) 

Value  of  ITC  S195 

Thus,  a  presumed  7  percent  credit  has  worked  its  way  down  to  an  approximate  2  percent 
credit  -  and  at  a  cost  of  tremendous   complexity. 

(We  do  recognize  that  the  credit  can  be  up  to  7  percent  of  iiKremental  investment  -  but  that 
only  occurs  wheie  the  result  would  be  smaller  than  a  3.5  percent  credit  on  qualified 
investment.    Thus,  we  believe  the  above  example  is  appropriate.) 

We  have  several  other  comments  on  the  ITC: 

We  are  pleased  that  there  is  at  least  a  partial  offset  against  the  alternative 
minimimi  tax  for  the  investment  tax  credit,  since  to  deny  that  would  merely  be 
to  take  back  with  one  hand  what  Congress  has  given  with  the  other.  We  have 
not  had  the  time  to  conclude,  through  research,  that  a  reduction  of  tentative 
minimum  tax  by  25  percent  (as  proposed  by  the  Administration)  will  give 
substantial  alleviation  from  the  AMT  for  investment  in  qualified  property,  but 
if  subsequent  investigation  indicates  significant  problems  in  this  area,  we  will 
supplement   these  comments. 
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The  credit  is  permitted  on  the  amount  of  qualifying  investment  in  excess  of  a 
determined  "fixed  base"  for  either  1989-91  or  1987-91.  However,  used 
property  purchases  in  the  base  years  would  increase  the  amount  of  fixed  base 
investment,  while  used  property  purchases  in  1993  or  1994  would  not  qualify 
for  the  credit,  which  seems  inconsistent.  Using  die  same  type  of  property  to 
build  the  base  but  not  be  counted  for  current  year  acquisitions,  simply  reduces 
or  eliminates  a  taxpayer's  credit  in  two  ways.  We  fail  to  understand  why  there 
is  no  parallelism  in  the  treatment   of  used  property. 

We  would  hope  that  committee  reports  mandate  flexibility  in  the  drafting  of 
regulations  applying  to  the  determination  of  base  period  acquisitions.  While 
depreciation  records  should  provide  the  bulk  of  the  information  needed,  such 
items  as  qualified  progress  exf)endiwres  will  be  most  difficult  to  reconstruct 
going  back  to  1987  or  1989.  Further,  since  there  has  been  no  investment  tax 
credit  (except  for  carryovers)  since  1986,  requiring  reclassification  of  acquired 
property  from  1987  on  into  ITC  categories  (3  years,  5  years,  etc.)  will  likewise 
cause  some  substantial  complexity,  including  multiple  calculations  for  many 
taxpayers  who  will  fmd  -  after  having  gone  through  it  all  -  that  they  either  are 
not  entitled  to  the  credit  or  that  it  will  be  nominal  in  size  for  them.  Your 
committee's  report  could  save  many  taxpayers  untold  hours  if  it  directed  that 
regulations  should  seek  to  avoid  multiple  sets  of  calculations,  and  that  good 
faith  efforts  at  record  reconstruction  should  be  respected. 

In  our  general  ITC  comments,  above,  we  noted  the  scaleback  of  the  credit  due 
to  its  inclusion  in  income  over  the  recapture  period,  for  larger  taxpayers. 
However,  even  for  small  businesses  (perhaps,  especially  for  small  businesses), 
the  complexity  of  basis  adjustments  to  offset  part  of  the  ITC's  cost  to  the 
government  is  unwarranted  and  should,  if  revenue  considerations  dictate,  be 
replaced  with  a  lower  credit  rate  in  the  first  place.  One  wonders  why  it  is 
necessary  to  reinstate  the  rules  requiring  that  the  amount  of  the  credit  reduce 
depreciation  basis  for  acquired  assets,  in  the  case  of  the  small  business  credit. 
The  result  is  the  credit  given  in  year  one  is  taken  back  (in  part)  over  later 
years,  thus  both  reducing  its  effective  benefit  and  adding  further  complexity 
to  our  tax  laws.  If  a  7  percent  credit  is  too  expensive,  why  not  make  it  a  6 
percent  credit  but  allow  it  to  be  reflected  only  once  on  the  tax  return. 


Modified  Substantial  Understatement  Penalty 

We  are  concerned  with  the  two  proposals  which  raise  the  standard  for  accuracy-related  and 
preparer  penalties,  and  modify  the  tax  shelter  rules  for  purposes  of  the  substantial 
understatement  penalty.  This  area  of  the  law  was  amended  a  few  years  ago  after  a  well 
thought  out,  collegial  review  of  penalties  by  the  Congress,  Treasury,  IRS,  and  professional 
organizations  that  took  almost  three  years  and  concluded  only  in  1989. 

Taxpayers  should  have  the  right  to  take  a  position  on  a  tax  return  without  risk  of  penalty 
provided  that  the  position  is  not  clearly  wrong  and  the  position  is  disclosed.  If  the  law  were 
black  and  white,  without  the  uncertainties  and  gray  areas  that  presently  exist,  our  view  on 
this  might  be  different.  However,  given  the  fact  that  the  law  is  subject  to  much 
interpretation,  taxpayers  should  not  be  precluded  from  taking  positions  that  they  believe 
have  merit.  A  stated  reason  for  the  change,  in  the  Treasury  release,  is  that  "Taxpayers  and 
preparers  should  try  to  comply  with  the  tax  laws  in  a  reasonable  manner. "  Given  the  nature 
and  state  of  tax  law  today,  that  is  an  alarmingly  simplistic  statement.  Query  -  is  it 
unreasonable  for  a  taxpayer  to  take  a  position  where  the  law  is  uiKlear  if  the  position  is  fiilly 
disclosed;  i.e.,  shouldn't  the  taxpayer  have  the  right  to  "a  day  in  court"  without  actually 
paying  the  tax  and  suing  for  a  refund?  Courts  actually  do  decide  cases  in  favor  of  taxpayers, 
and  taxpayers  should  not  have  to  face  a  choice  of  giving  in  to  an  IRS  interpretation  or  going 
to  court  to  avoid  paying  a  penalty. 


525 


The  proposal  with  respect  to  the  tax  shelter  rules  is  to  require  a  taxpayer  to  demonstrate 
that  the  reasonably  anticipated  tax  benefits  from  the  shelter  do  not  significantly  exceed  the 
reasonably  anticipated  pre-tax  economic  profit  in  the  shelter.  This  requirement  would  be 
in  addition  to  the  requirement  that  the  tax  shelter  item  has  "substantial  authority"  and  that 
the  taxpayer  believed  that  the  claimed  treatment  was  "more  likely  than  not"  the  proper 
treatment.  We  are  also  opposed  to  this  provision.  From  an  economic  perspective,  an 
investor  should  consider  the  tax  benefits  in  determining  whether  or  not  an  investment  makes 
economic  sense  and  whether  the  investor  will  obtain  an  adequate  return  on  the  investment. 
However,  the  fact  that  the  Internal  Revenue  Code  contains  certain  tax  incentives  (provided 
by  Congress)  should  not  result  in  a  penalty  against  a  taxpayer  who  utilizes  those  incentives 
where  he  believes  that  a  position  with  respect  to  the  shelter  is  more  likely  than  not  the 
proper  position. 


Targeted  Small  Business  Capital  Gains  Proposal 

As  with  the  investment  credit,  the  targeted  nature  of  the  capital  gains  incentive  seems  likely 
to  add  new  layers  of  substantial  complexity  to  the  law.  We  have  reservations  about  the 
defmitional  language  in  the  Treasury  summary,  and  may  articulate  them  as  details  become 
available. 

One  point  we  would  bring  to  your  attention  now  is  that  this  proposal  applies  only  to  C 
corporations.  However,  ciurently  40  percent  of  all  filing  corporations  are  S  corporations, 
and  S  corporations  clearly  tend  to  be  smaller  businesses.  We  suggest  the  Administration's 
interest  in  helping  small  business  is  not  aided  by  excluding  the  40  percent  of  the  corporations 
most  likely  to  be  small  in  the  first  place. 


Earned  Income  Tax  Credit 

The  Administration  initiative  in  the  February  25  Treasury  Department  release  is  entitled: 
"Expansion  and  Simplification  of  Earned  Income  Tax  Credit."  The  proposal  (to  be  detailed 
in  the  Administration's  Budget)  is  to  "expand"  the  credit. 

We  trust  a  substantial  effort  will  be  made,  in  this  proposal,  to  simplify  the  credit  as  well. 
The  credit  is  most  important  to  low-income  taxpayers,  and  it  is  one  item  many  of  them 
ignore  or  miscalculate  because  of  its  difficulty  to  understand   and  apply. 

We  would  be  pleased  to  assist  any  efforts  to  give  this  very  difficult  area  a  badly  needed 
overhaul. 


Effective  Dates 

A  number  of  proposals  have  retroactive  effective  dates  that  we  fear  will  create  an 
unnecessary  administrative  and  compliance  burden  for  the  IRS,  taxpayers  and  tax 
professionals.  For  example,  the  extension  of  the  research  and  experimentation  credit  (and 
a  nimiber  of  the  other  so-called  expired  provisions)  applies  to  expenditures  paid  or  incurred 
after  Jime  30,  1992.  Implementing  this  provision  retroactively  will  require  many  businesses 
that  have  paid  or  incurred  such  expenses  after  that  date  to  file  amended  income  tax  returns, 
and  the  IRS  to  process  numerous  refund  claims.  This  situation  should  cause  you  to  ask 
yourselves  whether  the  costs  of  compliance  with  a  retroactive  date  are  an  appropriate  trade- 
off for  the  benefits  sought;  and  whether  there  is  not  a  more  reasonable  alternative,  such  as 
requiring  the  taxpayer  to  claim  the  credit  on  a  1993  retiun  rather  than  having  to  amend 
1992. 

Another  problem  we  foresee  with  implementing  rate  changes  on  January  1,  1993  involves 
failure  to  revise  the  withholding  tables.  A  year  from  now,  some  taxpayers  will  find  that  they 
1)  are  receiving  a  smaller  refund  than  anticipated:  2)  have  a  balance  due  when  they 
expected  a  refund;  or  3)  owe  a  lot  more  money  than  they  thought.  Not  only  will  this 
situation  create  a  negative  impression  of  the  tax  system  for  these  taxpayers  but  it  will 
exacerbate    IRS'  already  severe  collection  problems.     Even  though  the  issue  affects  only 
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upper-income  taxpayers,  it  will  become  more  serious  the  farther  into  the  year  the  legislative 
process  goes.  At  some  point,  prospective  application  of  rate  increases  must  be  given  serious 
consideration. 


Provisions  Not  Yet  Included  in  the  Clinton  Tax  Proposals 

Tax  Simplification 

Mr.  Chairman,  we  commend  you  on  your  continued  efforts  on  behalf  of  tax  simplification 
by  the  introduction  of  H.R.  13  earlier  this  year.  We  hope  that  package  of  general 
simplification  measures,  as  well  as  the  important  intangible  improvements,  will  be  included 
in  this  year's  major  tax  legislation. 

Individual  Estimated  Taxes 

We  believed  the  changes  to  individual  estimated  tax  rules  enacted  in  November  1991  were 
overly  complex  and  burdensome  and  experience  has  proven  that  taxpayers  cannot  comply 
with  them.  These  rules  have  got  to  be  fixed  but  we  do  not  endorse  the  revenue  raising 
approach  adopted  in  H.R.  11  last  year  that  affected  all  taxpayers;  rather,  the  correction 
should  be  targeted  only  to  upper  income  individuals  in  a  manner  that  allows  compliance  with 
certainty. 

50  Percent  Excise  Tax  on  Pension  Plan  Reversions 

IRC  section  4980  imposes  a  50  percent  excise  tax  on  reversions  upon  termination  of  defmed 
benefit  pension  plans.  If  a  replacement  plan  is  established  using  25  percent  of  the  reversion 
or  if  benefits  to  employees  are  increased,  the  excise  tax  is  20  percent  instead  of  50  percent. 

This  50  percent  excise  tax  produces  a  harsh,  unintended  result  in  the  case  of  a  small  business 
owner  who  terminates  a  defmed  benefit  plan  at  the  same  time  the  business  is  terminated, 
for  example,  when  the  business  owner  retires,  dies  or  becomes  disabled.  When  the  50 
percent  excise  tax  is  added  to  the  regular  federal  and  state  income  tax,  the  total  tax 
associated  with  the  reversion  can  exceed  90  percent. 

This  problem  for  small  business  owners  could  be  solved  by  amending  section  4980  to  state 
that  the  20  percent,  rather  than  the  50  percent,  excise  tax  will  apply  where  the  plan 
termination  takes  place  as  a  result  of  (or  within  60  days  prior  to)  the  cessation  of  the 
employer's  business.  This  exception  could  be  limited  to  employers  with  less  than  a  specified 
number  of  employees  or  some  other  definition  of  small  business. 

Estimated  Tax  Rules  for  Corporations  Which  are  Not  Large  Corporations 

Under  present  law,  corporations  that  have  any  prior  year  tax  liability,  regardless  of  the 
amount,  either  regular  or  alternative  minimum,  may  utilize  this  liability  as  a  "safe  harbor" 
for  current  year  estimated  tax  payments.  However,  a  corporation  with  a  net  operating  loss 
must  base  its  estimated  tax  payments  on  its  current  year  taxable  income.  This  requirement 
can  create  an  unnecessary  burden  for  many  small  businesses. 

The  AICPA  endorses  a  change  in  the  rules  to  allow  a  corporation  that  is  not  a  "large 
corporation"  to  use  the  prior  year  safe  harbor  when  the  previous  year's  tax  returns  showed 
a  zero  tax  liability  and  that  taxable  year  was  a  taxable  year  of  12  months. 


*   •   •   * 


Once  again,  we  appreciate    the  opportunity   to  present  our  views  here  today  and  we  stand 
ready  to  assist  you  in  any  way. 
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ADDITIONAL  COMMENTS  OF  THE  TAX  DIVISION 
American  Institute  of  Certified  Public  Accountants 

Investment  Tax  Credit 

In  the  AICPA's  March  17  testimony,  we  used  the  proposed  incremental  investment  tax 
credit  as  an  illustration  of  complexity  added  to  the  Code  for  what  will  turn  out  to  be  a 
relatively  nominal  benefit  for  many  taxpayers.  One  of  the  points  we  made  was  that,  as  a 
practical  matter,  the  nominal  7  percent  credit  could  never  exceed  3.5  percent  of  qualified 
investment,  even  though  it  could  be  as  high  as  7  percent  on  incremental  investment. 
However,  we  think  it  worth  noting  for  this  Committee  that,  even  on  an  incremental  basis 
(and  before  any  scaleback  of  the  credit  based  upon  cost  recovery  life),  the  higher  the  level 
of  investment,  the  lower  will  be  the  effective  rate  of  the  ITC.  In  fact,  once  incremental 
investment  reaches  one-half  of  qualified  investment,  the  effective  rate  of  the  credit  begins 
to  decrease  from  7  percent  trending  toward  3.5  percent.  Note  the  following  examples,  all 
of  which  assume  a  "best  case"  scenario  in  which  property  has  a  10-year  life  —  most  property 
has  a  5  or  7-year  life  which  will  make  the  tax  results  even  less  beneficial.  (See  discussion 
in  our  March  17,  1993  statement.) 




A. 

B. 

C. 

D. 

1.  Qualified  investment 

12,000 

20,000 

50,000 

100,000 

2.  Fixed  base  (assumed) 

10,000 

10,000 

10,000 

10,000 

3.  Incremental  investment 

2,000 

10,000 

40,000 

90,000 

4.  50%  limit  on  qualified  investment 

6,000 

10,000 

25,000 

50,000 

5.  Credit  (7%  x  lesser  of  lines  3  or  4) 

140 

700 

1,750 

3,500 

Credit  as  percent  of  qualified  investment 

1.2 

3.5 

3.5 

3.5 

Credit  as  percent  of  incremental  investment 

7.0 

7.0 

4.4 

3.9 

Our  March  17  statement  pointed  out  that  the  ITC  proposal  seems  to  promise  more  than  it 
is  likely  to  deliver,  for  many  taxpayers.  The  above  examples  strengthen  that  concern. 


Increase  In  Estate  and  Trust  Tax  Rates 

While  we  have  deliberately  stayed  away  from  the  debate  as  to  the  "right"  top  rates  for 
individuals  and  corporations,  the  AICPA  believes  the  Administration's  proposed  higher  tax 
rates  on  estates  and  trusts  are  unfair.  The  proposals  sharply  reduce  the  current  15  percent 
tax  bracket  from  taxable  income  of  $3,750  to  $1,500  and  the  top  of  the  28  percent  tax 
bracket  from  $11,250  currently  to  $3,500.  The  next  $2,000  of  taxable  income  would  be 
subject  to  the  31  percent  tax  rate  and  everything  above  that  would  be  taxed  at  the  new  36 
percent  rate.  And,  incomprehensibly,  the  new  39.6  percent  surtax  on  "high  income" 
taxpayers  would  apply  to  estates  and  trusts  having  taxable  income  in  excess  of  only  $7,500. 
Individual  taxpayers  will  be  subject  to  this  new  surtax  generally  only  when  their  taxable 
income  exceeds  $250,000. 

The  high  tax  rates  proposed  for  estates  and  trusts  would  generally  force  executors  and 
trustees  to  distribute  income  to  the  beneficiaries,  something  that  may  not  be  desirable  or 
even  permitted  under  state  estate  administration  law  or  allowed  under  the  provisions  of  the 
trust  instrument. 


There  will  be  only  slight  (if  any)  additional  revenue  from  this  proposal,  as  executors  and 
trustees  will  generally  decide  to  pay  out  the  income  to  beneficiaries  who  will  likely  be  taxed 
at  lower  rates  (certainly  with  respect  to  the  surtax).  In  fact,  it  is  conceivable,  even  probable, 
that  these  proposed  rates  would  actually  decrease  revenue  since  most  individual 
beneficiaries  would  not  be  subject  to  the  36  percent  tax  bracket  until  their  taxable  income 
exceeds,  for  example,  $1 15,000  (single)  and  $140,000  (joint  return).  And,  as  already  noted, 
most  individuals  would  not  be  subject  to  the  10  percent  surtax  until  their  taxable  income 
exceeds  $250,000. 


528 


The  tax  law  should  not  set  traps  for  the  unwary  so  that  an  inexperienced  executor  or  trustee 
erroneously  retains  income,  with  a  heavy  tax  exacted.  Existing  trusts  that  require  retention 
of  income  in  certain  circumstances,  such  as  until  a  child  reaches  a  certain  age,  should  not 
be  penalized  by  a  change  in  the  law  that  cannot  be  avoided.  In  cases  where  an  executor  or 
trustee  has  discretion  to  distribute  income  and  believes  that  the  estate  or  trust  objectives 
would  be  better  served  by  retaining  income,  the  fiduciary  should  not  have  to  decide  between 
compromising  on  these  objectives  or  paying  higher  taxes.  It  is  wrong  for  our  tax  laws  to 
impose  taxes  at  a  penalizing  level  where  an  executor  or  trustee  is  charged  with  a  fiduciary 
responsibility  and  may  well  be  sued  for  an  income-retaining  decision  that  costs  substantially 
more  tax  or  for  an  income-distributing  decision  that  may  not  be  consistent  with  the  spirit 
of  the  will  or  trust  instrument. 

There  is  nothing  sinister  or  subversive  about  estates  and  trusts.  An  estate  is  created  when 
an  individual  dies.  The  executor  merely  steps  into  the  shoes  of  the  decedent  and  collects 
income  and  pays  expenses  until  disposition  of  the  assets  and  liabilities  of  the  estate. 
Generally,  decedents  do  not  plan  the  times  of  their  deaths,  and  an  executor  wants  to  wind 
up  an  estate  as  soon  as  possible  but  may  not  be  able  to  do  so  for  various  reasons.  There 
is  no  reason  for  a  discriminatory  tax  in  this  situation. 

Trusts  are  set  up  for  a  variety  of  purposes,  many  of  which  are  socially  desirable,  such  as  care 
of  surviving  spouses,  minors,  orphans,  incompetents,  the  elderly,  and  the  handicapped. 
Again,  Congress  and  the  Administration  should  consider  the  many  worthwhile  purposes 
served  by  trusts  and  reconsider  levying  a  harsh  income  tax  against  them. 

We  urge  you  to  adjust  the  proposed  rates  downward  to  the  same  level  as  the  individual 
income  tax  rates,  or  at  least  to  the  current  differential  between  the  rates  for  individuals  and 
those  for  estates  and  trusts.  The  current  rates  already  weigh  heavily  in  favor  of  distribution 
of  income,  and  discourage  accumulation  sufficiently  to  force  the  executor  or  trustee  to 
carefully  consider  their  fiduciary  responsibilities  in  relation  to  the  additional  taxes.  For 
example,  the  highest  individual  rates  are  those  applicable  to  married  persons  filing  separate 
income  tax  returns;  trusts  and  estates  were  taxed  at  these  rates  prior  to  the  1986  Tax 
Reform  Act. 


Deny  Deduction  for  Executive  Pay  Over  One  Million  Dollars 

The  Administration  proposes  to  deny  a  deduction  for  "executive"  compensation  exceeding 
$1  million  a  year,  except  where  compensation  payments  are  linked  to  "productivity."  We  do 
not  support  this  proposal  for  the  following  reasons. 

Tax  policy  calls  for  taxpayers  to  be  taxed  on  their  net  income  as  opposed  to  gross  income. 
On  this  basis,  corporations  are  allowed  to  deduct  their  ordinary  and  necessary  business 
expenses.  To  establish  an  arbitrary  limitation  on  such  deductions  is  contrary  to  this  policy. 
Further,  the  suggested  approach  strikes  us  as  a  first  step  down  a  slippery  slope  in  an  area 
that  should  be  driven  by  the  marketplace  rather  than  the  government.  If  today's  perception 
of  "fairness"  says  that  a  million  dollars  is  an  appropriate  cap  for  deductibility,  does 
tomorrow's  review  of  the  fairness  issue  (combined  with  revenue  needs)  suggest  reducing  that 
cap  to  say,  $700,000?  (This  is  not  solely  a  theoretical  question  -  see  our  comments  below 
on  the  proposal  to  increase  the  non-deductible  portion  of  meals  and  entertainment  from  20 
percent  to  50  percent.) 

Under  section  162(a)(1)  and  the  associated  regulations,  deductions  are  allowed  for 
reasonable  salaries  and  other  compensation  paid  for  personal  services  actually  rendered. 
The  present  proposal  is  inconsistent  with  the  ability  of  corporations  and  executives  to 
negotiate  an  arm's-length  reasonable  compensation  package  to  be  deducted  under  existing 
laws  because  compensation  in  excess  of  one  million  dollars  will  be,  by  statute, 
nondeductible. 
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The  example  contained  in  Reg.  §  1.162-7(b)(l)  indicates  there  is  consideration  given  to  the 
relationship  of  the  parties  when  the  reasonable  compensation  test  is  applied.  Generally  this 
relationship  is  important  when  there  is  a  closely-held  corporation,  where  there  is  no 
independent  evaluation  to  determine  the  reasonableness  of  the  compensation  paid  to 
majority  shareholders  or  officers  of  the  corporation.  The  opportunity  to  pay  "unreasonable" 
compensation  to  executives  of  publicly-held  corporations  is  limited  by  the  review  of 
shareholders  and  outside  boards  of  directors.  The  compensation  paid  to  an  executive  is 
more  appropriately  a  corporate  governance  issue  to  be  addressed  by  shareholders  and 
boards  of  directors. 

One  further  policy  consideration  needs  to  be  addressed.  If  this  proposal  becomes  law,  who 
will  really  pay  for  the  change?  In  very  few  instances  will  it  be  the  executive.  "Sign-up" 
bonuses  and  the  amount  of  compensation  required  to  attract  the  level  of  qualified  managers 
needed  to  deal  with  decision-making  in  a  highly  complex  and  competitive  multi-national 
world  will,  absolutely,  be  dictated  by  market  forces  and  not  the  tax  law.  Consequently,  and 
most  properly  in  our  view,  there  will  continue  to  be  compensation  packages  negotiated 
which  exceed  $1  million  a  year,  and  where  whatever  productivity  standards  are  legislated 
(see  our  comments  below  on  this  subject)  will  not  be  met.  In  those  situations,  the  additional 
tax  burden  on  the  corporation  will  be  reflected  in  lower  earnings  available  to  the 
shareholders,  a  lower  valuation  of  net  corporate  assets,  or  higher  prices  to  customers. 

The  concepts  of  "productivity"  and  "business  performance"  would  require  carefully  crafted 
definitions.  A  few  of  the  possible  issues  to  be  considered  under  the  definition  are  hours 
worked,  number  of  people  supervised,  gross  income  of  the  entity,  net  income  of  the  entity, 
current  revenues  and  expenses  as  opposed  to  those  amounts  accrued  prior  to  the  individual 
becoming  the  executive,  the  number  of  divisions  reporting  to  the  individual,  the  geographic 
area  reporting  to  the  executive,  stock  price,  earnings  per  share  of  the  company,  return  on 
equity,  historical  financial  performance  of  the  corporation,  and  the  impact  of  corporate 
acquisitions  or  divestitures  on  the  profits  of  the  entire  organization.  Also,  all  of  these 
concepts  should  probably  be  evaluated  against  the  performance  of  other  corporations  in  the 
industry.  The  potential  complexity  required  to  provide  clear  guidance  to  taxpayers  and  the 
IRS  will,  we  expect,  rival  that  of  the  transfer  pricing  regulations. 

In  addition  to  the  above,  a  company's  Board  of  Directors  may  set  productivity  goals  for,  say, 
a  CEO  that  do  not  emphasize  the  same  criteria  as  the  proposed  legislation  (or  implementing 
regulations).  It  is  questionable,  at  least,  as  to  the  propriety  of  substituting  Congressional 
judgement  for  that  of  a  Board  having  fiduciary  responsibility  to  determine  when  appropriate 
productivity  and  performance  has  been  achieved. 

The  issue  of  stock  options  can  be  particularly  troubling.  An  option  held  over  a  five-year 
period  can  be  "cashed  in"  in  year  six,  with  over  S 1  million  of  income  reported.  That  income 
may  represent,  however,  a  five-year,  steady  rise  in  stock  price,  largely  caused  by  the 
executives'  efforts  and  shared  in  by  all  stockholders  through  increases  in  the  value  of  their 
holdings.  It  would  be  perverse  to  have  the  efforts  of  a  group  of  employees  enhance 
shareholder  value  by  billions  of  dollars  but  for  their  compensation  to  be  limited  to  $1 
million  each  vis-a-vis  tax  deductibility.  This  issue  needs  to  be  addressed  in  defining 
productivity  or  performance  standards. 

Finally,  administrability  of  this  provision  is  likely  to  prove  difficult,  given  the  inevitable 
subjectivity  of  many  of  the  standards  we  discuss  above.  We  suggest  the  likelihood  exists  of 
continuous  difficult  negotiations  with  examining  IRS  agents,  increased  litigation,  and  a 
generally  disproportionate  expenditure  of  taxpayer  and  government  resources  for  the  very 
small  class  of  taxpayers  affected,  and  for  the  well-under-Sl  billion  of  revenues  projected  to 
be  raised  by  the  provision  over  the  S-year  budget  window. 
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Reduce  Deductible  Portion  of  Business  Meals  and  Entertainment  to  50  Percent 

Disallow  Deduction  for  Qub  Dues 

Businesses  do  not  run  on  a  9  to  5  schedule.  While  eating  is  a  necessity,  and  while  business 
entertaining  certainly  contains  an  element  of  personal  consumption  (not  always  pleasure  - 
how  many  business  people  would  rather  be  spending  an  evening  at  home  with  the  family 
rather  than  participating  in  a  required  function?)  the  arbitrary  decision  that  SO  percent  is 
the  "correct"  amount  to  attribute  to  business,  rather  than  the  80  percent  decided  upon  by 
Congress  just  seven  years  ago;  or  that  no  part  of  club  dues  arises  from  anything  but 
pleasure,  makes  one  wonder  how  these  particular  standards  for  ordinary  and  necessary 
business  expenses  are  being  developed.  We  just  don't  agree  with  the  stated  reasons  for 
implementing  these  changes. 

Actually,  Congress  has  already  considered  the  personal  element  of  meals,  entertainment, 
and  club  dues,  and  has  put  in  stiff  limitations  on  their  deductibility.  Section  274  requires 
a  direct  relationship  to  a  taxpayer's  business  for  these  types  of  expenses  to  be  deductible, 
and  then  only  if  certain  hurdles  are  overcome  with  respect  to  percentage  of  business  use, 
documentation,  etc.  If  the  message  is  that  section  274  is  too  difficult  to  administer  and  an 
arbitrary  disallowance  rate  (50  percent  or  100  percent)  is  easier,  we  would  then  ask  whether 
such  an  approach  is  "fair"  (a  number  of  the  present  proposals,  including  these,  are  presented 
in  the  name  of  fairness).  Are  these  proposals  even  an  approximation  of  "rough  justice",  a 
legislative  concept  we  generally  support?  We  doubt  it.  While  we  have  no  statistics,  we 
believe  that  for  every  individual  enjoying  an  expense  account  lunch  which  otherwise  meets 
the  standards  of  section  274,  there  is  at  least  one  other  individual  participating  in  a  meeting 
with  others  in  the  office,  eating  a  dry  sandwich  and  drinking  a  soda,  while  lunch  hour  is 
ignored  in  favor  of  continuing  to  work. 

We  also  question  the  seemingly  broad  application  of  the  club  dues  provision.  The 
deductibility  rules  under  section  274  already  require  a  more  than  50  percent  business 
purpose  use  test.  Should  a  club  meet  that  criteria,  only  that  portion  of  the  dues  that  is 
"directly  related  to  the  active  conduct  of  such  trade  or  business"  is  deductible.  Since  the 
parameters  of  appropriate  business  use  have  been  established,  the  Administration's  proposal 
should  not  be  so  overly  broad  as  to  deny  legitimate  business  deductions.  A  luncheon  club, 
for  example,  is  likely  to  be  used  for  bona  fide  business  purposes  over  90  percent  of  the  time; 
yet  dues  would  be  100  percent  disallowed  under  the  proposal. 

Disallow  Moving  Deductions  for  Meals  and  Real  Estate  Expenses 

We  do  not  support  a  change  to  the  moving  expense  rules  with  respect  to  meals.  The 
deduction  for  moving  expenses  was  introduced  into  the  law  in  1964  (PL  88-272).  At  that 
time,  the  deHnition  of  moving  expense  included  meals  while  traveling  from  the  former 
residence  to  the  new  residence.  Over  the  past  28  years,  several  changes  to  section  217  have 
been  enacted,  including  an  exf>ansion  of  the  deduction  to  include  house  hunting  trips  and 
temporary  quarters.  From  its  enactment  and  through  changes  to  the  law.  Congress  has 
consistently  recognized  that  travel  from  the  old  to  the  new  home,  house  hunting  trips,  and 
temporary  lodging  all  require  extraordinary  costs  to  the  taxpayer  in  the  form  of  lodging, 
meals,  and  transportation.  The  administration  states  that  "moving  does  not  generally 
increase  the  cost  of  meals  because  the  taxpayer  would  have  eaten  meals  at  either  location." 
We  believe  that  is  an  oversimplification:  there  is  no  comparing  the  cost  of  meals  while 
traveling  to  the  cost  of  eating  at  home.  Congress  has  correctly  realized,  when  enacting  and 
expanding  the  moving  expense  deduction,  that  meals  are  an  integral  part,  as  well  as  an 
incremental  part,  of  traveling  expense  and  moving. 
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Increase  Recovery  Period  for  Depreciation  of  Nonresidential  Real  Property 

The  provision  would  extend  the  recovery  period  for  nonresidential  real  prof)erty  to  thirty-six 
years  because,  according  to  the  Treasury  Department  summary  of  the  Administration's 
revenue  proposals,  current  depreciation  allowances  "exceed  the  actual  decline"  in  property 
value.  We  do  not  agree  that  this  is  an  appropriate  standard  to  be  applied.  Since  adoption 
of  the  Accelerated  Cost  Recovery  System  (ACRS)  in  1981,  and  continuing  through  today 
with  the  modified  ACRS  system,  there  has  been  relatively  little  attempt  to  equate  tax 
depreciation  lives  with  anything  but  an  approximation  of  economic  life,  or  with  actual 
decline  in  value  of  the  asset.  It  is  unclear  to  us  why  it  becomes  necessary  to  start  moving 
back  toward  an  "actual  decline  in  value"  concept,  and  for  one  class  of  assets  only. 

If,  however.  Congress  believes  it  important  to  lengthen  the  life  of  business  realty,  we  believe 
you  should  consider  the  following.  As  the  building  life  for  tax  depreciation  approaches  its 
economic  life,  tenants  paying  for  leasehold  improvements  become  more  disadvantaged.  If 
the  cost  recovery  period  for  business  real  estate  is  extended  to  36  years,  we  believe  Congress 
should  legislate  a  separate,  shorter,  depreciation  class  for  tenant-provided  leasehold 
improvements  and  for  other  known  shorter-life  assets,  which  presently  are  included  in 
depreciation  of  the  overall  building. 


Allocate  R&E  Expense  to  Place  of  Performance  and  Treat  Royalties  as  Passive  Income  for 
Purposes  of  Foreign  Tax  Credit  Limitation 

The  first  part  of  the  prof>osal  would  allocate  R&E  expense  to  the  place  of  performance  of 
the  associated  R&  E  for  foreign  tax  credit  limitation  purposes.  Thus,  domestic  research 
expense  need  not  be  allocated  against  foreign  source  income.  This  provision  makes  sense 
in  that  it  is  logical  and  easier  to  administer.    We  generally  support  its  adoption. 

The  second  aspect  of  the  proposal  would  treat  all  foreign  source  royalty  income  as  income 
in  the  separate  foreign  tax  credit  limitation  category  for  passive  income,  whether  or  not 
royalties  are  derived  in  the  active  conduct  of  a  trade  or  business,  and  whether  or  not  they 
are  received  from  a  related  party.   No  transition  rules  have  been  announced. 

The  provision  treating  royalty  income  as  passive  will  increase  the  tax  burden  borne  by  U.S. 
companies  and  make  them  less  competitive  abroad  because  most  foreign  competitors  are 
in  countries  with  an  exemption  system  or  a  less  complicated  foreign  tax  credit  system.  This 
provision  would  discourage  U.S.  companies  from  exploiting  the  benefit  of  licensing 
technology  where  it  is  not  commercially  feasible  to  export  goods. 

We  do  not  agree  with  the  passive  treatment  of  foreign  royalties.  We  believe  such  treatment 
discourages  the  transfer  of  technology  abroad.  It  discriminates  against  those  who  receive 
royalty  income  from  abroad  rather  than  sales  income,  and  will  make  many  U.S.  companies 
less  competitive  abroad  because  of  the  inability  to  fully  utilize  foreign  tax  credits  on  all 
foreign  income. 


Require  Current  Taxation  of  Certain  Earnings  of  Controlled  Foreign  Corporations 

The  proposal  would  require  U.S.  shareholders  owning  10  percent  of  certain  CFCs  to  include 
in  income  currently  their  pro  rata  share  of  a  specified  portion  of  the  CFCs  current  and 
accumulated  earnings.  The  proposal  would  apply  to  a  CFC  (including  a  CFC  that  is  a 
PFIC)  holding  passive  assets  representing  25  percent  or  more  of  the  value  of  the  CFCs  total 
assets.  The  portion  of  current  and  accumulated  earnings  subject  to  inclusion  ("includable 
earnings")  would  be  the  lesser  of  (a)  total  current  and  accumulated  earnings  and  profits,  or 
(b)  the  amount  by  which  the  value  of  the  CFCs  passive  assets  exceeds  25  percent  of  the 
value  of  its  total  assets.  Includable  earnings  would  be  adjusted  to  account  for  amounts 
previously  taxed.  For  this  purpose,  passive  assets  would  be  defined  as  under  the  PFIC  rules 
(including  the  definition  of  passive  income  thereunder.)  This  would  be  in  addition  to  any 
passive  income  generated  by  the  passive  asset  which  would  be  taxed  currently  under  subpart 
F,  or  other  anti-deferral  regimes. 


532 


Example:  If  a  CFC  had  $100  value  of  assets,  $30  of  which  was  passive,  its  income  inclusion 
as  a  result  of  the  proposal  ~  when  fully  implemented  —  would  be  $5  (assuming  that  at  least 
$5  of  current  and  accumulated  earnings  and  profits  were  available),  since  $30  is  $5  more 
than  (25%  x  $100). 

Multinationals  from  all  countries  seek  to  do  business  where  labor  and  transportation  costs 
are  lowest.  By  increasing  the  tax  cost  of  doing  business  abroad,  this  provision  makes  U.S. 
multinationals  less  competitive  with  respect  to  foreign  counterparts.  Moreover,  the 
provision  discourages  passive  investment  of  funds  while  business  searches  for  the  best  use 
of  those  funds.  The  provision  therefore  may  result  in  hasty  investments  which  will  harm 
U.S.  multinational  competitiveness.  This  proposal  is  another  "chip"  at  the  deferral  regime. 
As  the  deferral  benefit  gets  smaller  and  smaller,  U.S.  competitiveness  from  operating  abroad 
is  reduced. 


Enhance  Earnings  Stripping  and  Other  Anti-Avoidance  Rules 

The  proposal  would  treat  any  loan  from  an  unrelated  lender  that  is  guaranteed  by  a  related 
party  as  related  party  debt  for  purposes  of  the  earnings  stripping  rules.  Except  as  provided 
in  regulations,  a  guarantee  would  be  defined  to  include  any  arrangement  under  which  a 
person  directly  or  indirectly  assures  (on  an  unconditional  or  contingent  basis)  the  payment 
of  another's  obligation.  For  purposes  of  determining  whether  the  interest  paid  on  the 
guaranteed  debt  is  exempt  from  U.S.  tax,  the  fact  that  the  lender  is  subject  to  net  basis  U.S. 
taxation  (as  opposed  to  U.S.  withholding  tax)  on  its  interest  income  would  not  be  taken  into 
account.  This  proposal  would  apply  to  any  interest  paid  or  accrued  in  taxable  years 
commencing  after  December  31,  1993. 

Guarantees  by  a  parent  corporation  of  its  subsidiaries'  debts  are  commonly  required  by 
lenders  and  often  have  no  connection  with  eroding  the  U.S.  tax  base.  By  presuming 
guarantees  are  abusive,  the  provision  will  discourage  foreign  investment  in  the  U.S.  and 
could  result  in  a  loss  of  U.S.  jobs.  Also,  by  considering  all  guarantees  abusive,  the  proposal 
does  not  distinguish  between  the  acceptable  commercial  uses  of  guarantees  and  abusive 
situations.  This  provision  may  result  in  retaliation  against  U.S.  companies  operating  abroad 
through  foreign  subsidiaries. 

In  addition,  we  are  concerned  with  the  summary  of  the  proposal  which  states,  "...  the  fact 
that  the  unrelated  lender  is  subject  to  net  basis  United  States  taxation  on  its  interest  income 
would  not  be  taken  into  account."  This  statement  is  so  overly  broad  as  to  encompass 
domestic  lenders  (with  no  foreign  activity)  subject  only  to  U.S.  taxation. 


Subchapter  S  Improvement  •  (Not  Presently  in  Administration's  Proposal) 

Subchapter  S  is  available  only  for  certain  corporations  that  can  meet  sharply  defined 
requirements  such  as  a  maximum  number  of  shareholders,  a  single  class  of  stock,  and 
certain  types  of  shareholders.  These  strictures  make  Subchapter  S  more  complicated  to  use, 
foreclose  certain  types  of  financing  vehicles,  necessitate  unnecessarily  complex  corporate 
structures  to  manage  liability  concerns,  and  create  a  number  of  "traps"  into  which  business 
owners  can  unwittingly  fall  with  serious  results.  These  problems  reduce  the  utility  of 
Subchapter  S  for  small  businesses. 

The  AICPA,  together  with  the  .American  Bar  Association  and  the  U.S.  Chamber  of 
Commerce,  has  developed  a  proposal  consisting  of  26  separate  changes  to  Subchapter  S. 
The  proposals  are  designed  to: 

Make  small   businesses   in   the   form  of  S  corporations   more   attractive 
investment  vehicles  for  venture  capitalists. 

•  Enable  owners  of  S  corporations  to  more  easily  plan  for  the  succession  of 
their  businesses  to  younger  generations  of  employees. 

•  Permit  S  corporations  to  separately  incorporate  different  portions  of  their 
businesses  to  control  liability  exposure. 
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Simplify  Subchapter  S  to  remove  traps  that  cause  small  business  owners  to  shy 
away  from  using  the  S  corporation  business  form  or  cause  unnecessary  tax 
planning  to  avoid  jeopardizing  the  S  election. 
•  Place  S  corporations  on  a  par  with  other  forms  of  doing  business  and  S 

corporate  owners  on  a  par  with  small  business  owners  using  other  business 
forms. 

We  look  forward  to  working  with  the  committee  on  this  proposal  in  detail  and  to  work 
toward  its  enactment. 
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Chairman  Rostenkowski.  Thank  you,  Mr.  Podolin. 
Mr.  Grordon. 

STATEMENT  OF  ARTHUR  I.  GORDON,  PRESmENT-ELECT,  NEW 
YORK  STATE  SOCIETY  OF  CERTIFIED  PUBUC  ACCOUNTANTS 

Mr.  GrORDON.  Grood  morning,  my  name  is  Arthur  Grordon.  I  am 
president-elect  for  the  33,000-member  New  York  State  Society  of 
CPA's.  With  me  is  Janice  Johnson,  the  society's  director  of  tax  pol- 
icy. 

Thank  you,  Mr.  Chairman,  for  having  us  appear  before  you 
today.  Based  on  our  profession's  deep  involvement  in  the  financial 
affairs  of  millions  of  individual  and  business  taxpayers  we  possess 
a  unique  microeconomic  perspective  that  few  others  have.  This  en- 
ables CPA's,  perhaps  more  than  any  other  group,  to  understand 
how  taxpayers  will  react  to  the  impact  of  specific  tax  proposals. 

With  our  limited  time  here  today  we  cannot  comment  on  all  the 
provisions.  However,  we  believe  that  they  should  all  'be  made  as 
simple  as  possible  within  the  framework  of  achieving  the  objectives 
of  economic  stimulus  and  tax  equity. 

We  are  especially  concerned  that  the  benefit  of  certain  provisions 
intended  to  stimulate  investment  and  economic  growth,  such  as  the 
investment  tax  credit  with  built-in  sunset  provisions,  will  be  out- 
weighed by  the  cost  and  inconvenience  of  administrative  complex- 
ity. 

Now,  in  particular  the  investment  tax  credit.  We  believe  the  in- 
vestment tax  credit  should  be  made  available  to  all  businesses,  not 
just  manufacturing  and  technology.  It  is  unclear  to  us  from  the  pro- 
visions we  have  read  so  far  that  this  would  be  the  case.  Further- 
more, in  order  for  businesses  to  plan  their  projects,  they  must  have 
a  permanent  ITC  for  both  large  and  small  businesses.  We  feel  this 
is  very  desirable. 

Finally,  enacting  an  incremental  credit,  we  believe,  puts  at  a  dis- 
advantage companies  that  had  the  foresight  to  invest  during  the 
recession  and,  in  fact,  punishes  them  for  being  an  advocate  in  the 
economy.  In  terms  of  the  passive  loss  provisions,  the  society  sup- 
ports those  provisions,  especially  the  ones  applied  to  active  real  es- 
tate professionals  which  exempts  them  from  the  passive  loss  rules. 
We  think  this  is  long  overdue. 

In  terms  of  exempting  charitable  gifts  of  appreciated  property 
from  the  AMT,  we  are  in  support  of  this  provision,  too.  We  particu- 
larly are  concerned  that  post  1992  this  will  apply  both  to  securities 
and  to  real  estate.  We  believe  that  for  purposes  of  simplicity  and 
fairness  this  should  be  the  case. 

Self-employed  health  insurance  deductions.  We  agree  with  Con- 
gressmen Grandy  and  Brewster  and  Senator  Dorgan  that  the 
health  insurance  deduction  for  the  self-employed  should  provide 
parity  with  corporate  businesses  and  should  be  made  permanent. 
Such  legislation  would  benefit  farmers,  entrepreneurs,  and,  yes,  ac- 
countants and  attorneys. 

On  the  individual  income  tax  rates,  we  generally  support  the 
need  for  increased  individual  income  tax  rates  to  help  reduce  the 
deficit.  As  CPAs,  we  do  not  contend  that  a  particular  rate  is  right 
or  wrong.  However,  we  do  favor  open  and  honest  rate  adjustments 
to  raise  or  lower  revenue  rather  than  hidden  floors,  ceilings,  per- 
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centage  disallowances  and  other  mechanisms  designed  to  hide  the 
actual  result  of  tax  increases.  Accordingly,  we  favor  a  fifth  rate 
rather  than  a  maximum  rate  plus  a  stated  surcharge. 

It  is  important  to  point  out  that  many  of  the  historic  pre- 1988 
credits  and  deductions  have  been  deleted  from  the  Code,  so  in  fact 
although  rates  now,  even  as  proposed,  look  lower  than  rates  in  the 
past,  they  will,  in  fact,  be  a  higher  effective  rate  than  in  the  past. 
These  increases  affect  various  geographical  locations  differently. 

Clearly  a  married  couple  filing  a  joint  return  at  the  proposed  36 
percent  threshold  of  $140,000  has  a  very  different  standard  of  liv- 
ing in  New  York  and  Washington  than  in  Syracuse.  We  believe 
that  this  should  not  be— we  believe  that  this  should  be  considered 
in  any  rate  increases. 

Disallowance  of  various  ordinary  and  necessary  business  ex- 
penses. The  proposal  calls  for  limitation  and  disallowance  of  a 
number  of  oidinary  and  necessary  business  expenses  which  cur- 
rently meet  the  test  of  the  Internal  Revenue  Code.  As  a  matter  of 
economic  and  tax  policy  we  do  not  believe  that  businesses  should 
be  hindered  by  the  tax  laws  in  the  global  economy  from  making 
spending  decisions.  In  terms  of  the  proposal  for  lobbying  expenses, 
we  believe  that  this  will  hurt  many  small  businesses.  The  complex- 
ities clearly  outweigh  the  advantages,  and  we  believe  a  de  minimis 
clause  should  be  enacted  in  such  a  law  if  it  was  enacted. 

In  terms  of  the  compliance  initiatives,  we  agree  with  the  AICPA 
that  this  was  hammered  out  in  the  past  and  we  believe  that  any 
change  now  would  be  counterproductive. 

In  terms  of  the  capital  gain  modifications,  we  are  in  favor  of 
these.  However,  we  feel  that  the  complexity  will  not  allow  investors 
as  an  incentive  to  invest  in  the  growing  businesses  they  are  meant 
to  support.  We  therefore  believe  that  whatever  incentives  are  given 
should  keep  simplicity  in  mind.  Thank  you  again,  Mr.  Chairman, 
for  allowing  us  to  testify. 

Chairman  ROSTENKOWSKI.  Thank  you,  Mr.  Gordon. 

[The  prepared  statement  follows:] 
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STATEMENT  OF  ARTHUR  I.  GORDON,  PRESmENT-ELECT, 
NEW  YORK  STATE  SOCIETY  OF  CERTIFIED  PUBLIC  ACCOUNTANTS 

My  name  is  Arthur  I.  Gordon,  President  Elect  of  the  33,000 
member  New  York  State  Society  of  CPAs.  With  me  is  Janice  M. 
Johnson,  the  Society's  Director  of  Tax  Policy.  Theink  you  for 
having  us  appear  before  you  today. 

Based  on  our  profession's  deep  involvement  in  the  fincincial 
affairs  of  millions  of  individual  and  business  tetxpayers  in  their 
offices  and  on  their  factory  floors,  we  possess  a  unique  micro 
economic  perspective  that  few  others  have.  This  encibles  CPAs, 
perhaps  more  than  any  other  group,  to  understand  how  taxpayers  will 
react  to  the  impact  of  specific  tax  proposals. 

While  some  will  refer  to  the  teix  changes  you  are  cibout  to 
enact  as  a  "relief  act"  for  CPAs  and  attorneys,  we  have  been  on 
record  in  the  past,  and  go  on  record  today,  as  opponents  of  tax 
complexity.  With  our  limited  time  here  today,  we  cannot  comment  on 
all  of  the  provisions;  however,  we  believe  that  they  should  be  made 
as  simple  as  possible  within  the  framework  of  achieving  the 
objectives  of  economic  stimulus  and  tax  equity. 

We  are  especially  concerned  that  the  benefit  of  certain 
provisions,  intended  to  stimulate  investment  and  economic  growth, 
such  as  the  investment  tax  credit  provisions  with  built-in  sunsets, 
will  be  outweighed  by  the  cost  and  inconvenience  of  administrative 
complexity. 

INVESTMENT  TAX  CREDIT 

The  ITC  should  be  available  to  all  businesses,  not  just 
manufacturing  and  technology.  It  is  unclear  to  us  from  the  drafts 
of  the  proposals  that  we  have  seen  whether  this  is  intended. 
Furthermore,  in  order  for  businesses  to  plan,  a  permanent  ITC  for 
both  large  and  small  businesses  is  desirable.  Finally,  enacting  an 
incremental  credit  punishes  those  businesses  that  continued  to 
invest  during  the  recession.   This  seems  cui  unfair  result  to  us. 

REAL  ESTATE  PROVISIONS 

The  Society  generally  supports  the  provisions,  as  we  believe  that 
the  passive  loss  rule  should  not  have  been  applied  to  active  real 
estate  professionals  and  that  the  proposed  remedy  is  long  overdue. 

CHARITABLE  GIFTS  OF  APPRECIATED  PROPERTY 

We  support  the  exclusion  from  the  AMT  preference  for  the 
contribution  of  appreciated  property.  We  assume  that  this 
exclusion  will  apply  to  all  gifts  of  property  after  1992  -- 
including  securities  and  real  estate.  We  believe  that  for  purposes 
of  simplicity  and  fairness,  this  should  be  the  case.  The  tax  law 
can  stimulate  or  retard  vital  activities,  such  as  maintaining 
educational  and  cultural  institutions.  This  provision  proved  to  be 
a  very  effective  stimulus  for  such  institutions  and  it  should  be 
reinstated  and  expanded. 

SELF  EMPLOYED  HEALTH  INSURANCE  DEDUCTION 

We  agree  with  Congressmen  Grcindy  and  Brewster  and  Senator 
Dorgan  that  the  health  insureince  deduction  for  the  self  employed 
should  provide  parity  with  corporate  business  and  should  be  made 
permatfient .  Such  legislation  would  benefit  farmers,  entrepreneurs 
and,  yes,  accountants  and  attorneys. 

However,  making  the  amendment  retroactive  to  July  1,  1992 
could  unduly  complicate  the  filing  of  1992  tstx  returns.  Therefore, 
we  would  not  oppose  making  the  provision  applicable  to  years 
beginning  in  1993.  We  assume  that  it  is  only  effective  through 
1993  with  the  intention  that  the  comprehensive  health  care  reform 
bill  will  address  this  issue  for  payments  made  in  later  years. 

INCREASED  INDIVIDUAL  TAX  RATES 

We  generally  support  the  need  for  an  increase  in  individual 
tax  rates  to  help  reduce  the  deficit.  As  CPAs,  we  do  not  contend 
that  a  particular  rate  is  right  or  wrong;  however,  we  do  favor  open 
and  honest  rate  adjustments  to  raise  or  lower  revenues  rather  than 
hidden  "floors",  "ceilings",  "percentage  disallowances"  and  other 
mechanisms  designed  to  hide  the  actual  result  of  a  tax   increase. 
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Accordingly,  we  favor  a  fifth  rate,  rather  than  a  maximum  rate  plus 
a  stated  surcharge. 

It  is  important  to  realize  that  there  is  a  huge  difference  in 
changing  tax  rates  today  as  opposed  to  pre- 1986  when  there  were 
many  credits  and  deductions  available  to  cushion  an  increase  in 
rates.  We  have  some  concern  about  the  difference  the  rate  increase 
has  based  on  geographic  location.  Clearly,  a  married  couple  filing 
a  joint  return  at  the  proposed  applicable  36%  threshold  of  $140,000 
has  a  very  different  standard  of  living  in  New  York  City,  Los 
Angeles  or  Washington  compared  to  Syracuse  or  Topeka,  but  we  think 
the  thresholds  for  imposing  maximum  rates  are  moving  in  the  right 
direction. 

DISALLOWANCE  OF  VARIOUS  ORDINARY  AND  NECESSARY  BUSINESS  EXPENSES 

The  proposal  calls  for  limitation  and  disallowance  of  a  number 
of  ordinary  and  necessary  business  expenses  which  currently  meet 
the  tests  of  Internal  Revenue  Code  Sections  162,  212,  etc.  As  a 
matter  of  economic  and  tax  policy,  we  do  not  believe  that 
businesses  should  be  hindered  by  the  tax  law  in  our  global  economy 
from  making  spending  decisions. 

While  many  are  concerned  with  the  growth  of  executive 
compensation,  the  overuse  of  expense  accounts  and  other  perceived 
excesses  in  our  economy,  we  believe  that  the  free  market  is  the 
best  way  to  sort  these  problems  out.  For  example,  from  the  time 
that  the  provision  concerning  executive  compensation  was  initially 
proposed,  there  have  been  major  changes  in  corporate  boardrooms 
throughout  the  United  States  directed  toward  this  problem. 

The  proposal  to  disallow  lobbying  expenses  impacts  across  the 
economy  --  now  the  small  businessman  paying  his  attorney  a  retainer 
to  represent  his  interests  legislatively,  as  well  as  legally,  is 
swept  into  these  rules.  The  rule  would  require  complex  allocations 
to  determine  what  actually  constitutes  lobbying. 

If  Congress  feels  that  lobbying  expenses,  in  general,  should 
be  nondeductible,  it  should  provide  a  de  minimis  rule;  perhaps 
excluding  from  the  definition  of  lobbying,  expenditures  which  are 
10%  or  less  of  total  expenses. 

This  de  minimis  relief  would  also  benefit  professional 
associations,  such  as  the  New  York  State  Society  of  CPAs,  which 
primarily  exist  to  educate  members  and  provide  technical  assistance 
to  legislative  bodies  but  who  do  spend  a  small  amount  of  their 
resources  on  true  lobbying. 

COMPLIANCE  INITIATIVES 

We  oppose  the  measures  related  to  penalties.  Just  a  few  years 
ago.  Congress  passed  the  Improved  Penalty  Administration  and 
Compliance  Tcix  Act.  The  Act  was  the  product  of  an  unprecedented 
collegial  process,  initiated  by  Congressman  Pickle,  between  the  tcix 
writing  committees,  the  IRS,  the  accounting  profession,  the  Bar  and 
other  interested  parties. 

In  our  view,  the  current  proposal  is  the  type  of  tinkering 
which  has  crippled  penalty  provisions  in  the  past  and  would  lead  to 
reduced  rather  than  improved  compliance . 

CAPITAL  GAINS 

We  feel  that  any  capital  gains  relief  should  be  targeted,  such 
as  it  is  in  these  proposals  to  small  business.  However,  the 
limitations  contained  in  these  proposals,  to  investments  of  the 
greater  of  $1  million  or  10  times  the  investment,  add  complexity 
and  do  not  encourage  venture  capitalists  to  invest  substantial  sums 
in  small  businesses.  The  overall  definitions  of  "small  business" 
and  "related  businesses"  should  be  enough  to  curb  abuses  in  this 
area. 

The  Society  is  currently  developing  a  more  detailed  commentary 
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on  these  proposals  which  will  be  forthcoming  in  the  following 
weeks.  We  clearly  recognize  and  support  the  need  for  the  federal 
government  to  increase  tax  rates  to  reduce  the  deficit  and  contain 
costs,  but  we  also  believe  that  tax  complexity  in  itself  is  a  drag 
on  our  economy  and  that  any  tax  measures  to  achieve  these  ends 
should  be  made  as  simple  as  possible  and  should  be  aimed  at 
reducing  the  cost  of  compliance. 

Thank  you  again  for  inviting  us  here  today  and  we  would  be 
glad  to  answer  any  questions  you  may  have. 

A  greatly  condensed  version  of  the  85  pages  of  detailed  comments 
submitted  by  the  New  York  State  Society  of  CPAs  follows.  The  full 
written  comments  address  all  of  the  President's  proposals  as  well 
as  make  suggestions  concerning  two  additional  issues:  the  tcucation 
of  household  workers  and  workload  compression  (IRC  Section  444) . 

Introduction 

The  New  York  State  Society  of  Certified  Public  Accountants 
(NYSSCPA)  is  the  largest  accounting  organization  in  the  nation 
representing  the  CPAs  of  a  specific  state.  NYSSCPA  membership 
numbers  in  excess  of  33,000  CPAs.  Our  members  practice  in  all 
sizes  of  firms  and  represent  all  types  of  clients  in  planning  their 
business  transactions  and  in  calculating  their  tax  liabilities.  As 
a  result,  our  members  are  able  to  provide  enormous  insight  into  the 
likely  behavior  of  business  and  individual  taxpayers  in  response  to 
proposed  changes  in  the  tax  law. 

Historv--the  1986  Tax  Reform  Act 

The  truth  of  this  assertion  was  demonstrated  in  1985,  when  the 
Society  submitted  comments  on  President  Reagan's  tax  proposals  for 
"Fairness,  Growth  and  Simplicity."  In  our  analysis,  we  stated  our 
fear  that,  "Average  taxpayers  will  be  bombarded  with  stories  of  the 
large  tax  savings  of  the  wealthy,  compared  with  their  minor  savings 
under  the  President's  plan."  We  went  on  to  state,  "The  use  of  the 
Tax  Code  to  achieve  economic  and  social  aims  has  strongly 
influenced  the  structures  of  business  and  of  investment  patterns  in 
this  country ... .Repeal  of  current  incentives  will  disturb  these 
structures,  perhaps  seriously."  The  analysis  listed  those 
individuals  and  entities  whose  activities  we  felt  would  face  at 
least  some  disruption.   Included  in  this  list  were: 

Real  estate  syndicators,  mortgage  bankers,  builders  and  others 
aided  by  various  real  estate  incentives; 

State  and  local  governments  forced  to  find  new  sources  of 
revenue  or  make  hard  choices  concerning  decreased  services; 

Capital  intensive  industries  dependent  on  ACRS  and  the 
investment  credit;  and 

Banks,  insurance  companies  and  other  entities  whose  operations 
could  be  profoundly  affected  by  the  proposals. 

We  feel  that  our  comments  concerning  the  1985  teuc  proposals  were  on 
the  mark  in  meuiy  instances  and  that  much  of  the  negative  effect  of 
the  1985  proposals  might  have  been  avoided  had  they  been  recrafted 
to  take  into  consideration  analyses  such  as  ours.  We,  as  well  as 
many  others,  believe  the  decline  in  the  real  estate  market  can  be 
attributed  in  large  measure  to  the  changes  in  the  passive  loss 
rules  enacted  in  1986.  This  decline  in  real  estate,  in  turn,  seems 
to  have  lead  to  financial  difficulties  in  the  savings  and  loans  and 
in  the  insurance  industry.  It  is  possible  that  much  of  our 
economic  slump  of  the  last  few  years  may  be  traceable  to  the  1986 
tauc  law  changes.  It  is  our  hope  that  comments  made  concerning 
President  Clinton's  proposals  will  be  weighed  carefully  to  avoid 
the  economic  disruption  generated  by  the  1986  Tax  Act. 
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simplification  of  the  Tax  Law 

Any  tax  law  changes  that  are  enacted  this  year  should  be  drafted  to 
be  as  simple  as  possible.  If  the  current  tax  law  is  not 
simplified,  and  any  changes  made  to  it  made  as  simple  as  possible, 
our  tax  system  is  likely  to  eventually  fall  under  its  own  weight. 
It  is  important  to  always  remember  that  ours  is  a  voluntary 
compliance  system,  and  unless  people  understand  the  tax  law  and 
feel  that  it  is  reasonable  and  fair,  many  may  begin  to  perceive 
that  fully  complying  with  it  is  not  worth  the  effort. 

Every  time  there  have  been  tax  law  changes  enacted  in  recent  years, 
these  changes  have  been  referred  to  as  "Accountants'  and  Lawyers' 
Relief  Acts."  While  this  generates  chuckles  and  more  than  a  few 
nods  of  agreement  from  the  clients  of  tax  professionals  who  are 
forced  to  pay  increased  fees,  the  reality  is  that  the  increased 
complexity  of  the  tax  law  and  the  pace  of  the  change  have 
enormously  eroded  the  profitability  of  most  tax  practices.  Each 
tax  law  change  requires  many  hours  of  training  tax  staff  and  of 
revising  tax  practice  procedures.  Additionally,  in  recent  years 
many  tax  changes  have  been  rather  far-reaching,  not  necessarily 
grounded  in  sound  tax  policy  but,  rather,  means  of  achieving 
revenue  neutrality  without  government's  being  forced  into  admitting 
a  tax  rate  increase  is  necessary. 

These  kinds  of  changes  require  substantial  amounts  of  additional 
time  to  complete  a  tax  return,  and  this  frustrates  both  taxpayers 
and  tax  professionals.  Often  there  is  simply  more  paper  to  file 
and  more  taxes  to  pay,  while  the  government  keeps  making  assurances 
that  there  has  not  been  a  tax  rate  increase.  This  is  a  confusing 
situation  at  best  and  one  that  adversely  affects  tax  practices  and 
tax  administration. 

"Back-Door"  Revenue  Raising 

It  does  seem  fairly  clear  to  us  that  a  tax  rate  increase  may  be 
necessary  to  raise  significant  amounts  of  revenue  to  reduce  the 
deficit.  The  maximum  tax  rates  were  probably  reduced  too  much  in 
1986,  since  spending  was  not  correspondingly  reduced,  resulting  in 
the  mushrooming  of  the  deficit. 

However,  we  would  like  to  urge  that  Congress  keep  in  mind  that  many 
deductions  were  eliminated  or  capped  in  1986,  thereby  substantially 
diminishing  the  benefit  of  the  tax  rate  cuts  for  many  middle  income 
Americans  in  particular.  Eliminating  deductions  generally  serves 
to  simplify  the  tax  code,  certainly  an  end  which  we  applaud. 
However,  eliminating  deductions  for  taxpayers  who  have  made 
investment  decisions,  at  least  partly  hinging  on  the  tax  law, 
serves  to  erode  taxpayers'  trust  in  the  tax  law  and  their  respect 
for  it.  Thus,  the  imposition  of  the  passive  loss  rules  (albeit  on 
a  phased-in  basis)  on  taxpayers  who  were  able  to  afford  the 
investment  in  certain  pieces  of  real  estate  only  because  of  the  tax 
benefits  these  properties  provided,  permanently  harmed  many  of 
these  Americans  economically.  There  have  been  numerous  personal 
bankruptcies,  as  well  as  business  failures,  as  a  result  of  the  1986 
tax  law  changes.  The  goal  of  eliminating  tax  shelters  was  a 
laudable  one,  but  it  should  have  been  achieved  in  a  more  gradual 
fashion,  in  order  to  cause  less  economic  pain.  In  the  future,  any 
tax  legislation  should  seek  to  avoid  such  economic  disruption  by 
only  applying  to  prospective  transactions. 

Furthermore,  rather  than  putting  limits  on  deductions  that  are 
otherwise  allowable  under  the  tax  code.  Congress  should  be  more 
honest  with  the  American  people  and,  if  the  revenue  is  really  a 
necessity,  raise  the  tax  rates.  This  makes  the  tax  code  much 
easier  to  work  with  and  it  gives  taxpayers  a  clearer  picture  of  the 
true  rate  of  tax  they  are  paying. 

A  Value  Added  Tax 
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As  for  considering  some  type  of  value  added  tax.  Congress  should 
recognize  that  while  it  may  be  a  relatively  painless  way  to  raise 
vast  amounts  of  money  while  leaving  income  tax  rates  untouched,  it 
is  again  a  fairly  dishonest  way  of  dealing  with  the  American 
people.  Congress  would  be  able  to  point  with  pride  to  the  fact 
that  it  had  not  fiddled  with  the  income  tax  rates--or  was  perhaps 
even  able  to  lower  them.  However,  imposition  of  such  a  new  and 
regressive  tetx  would  create  a  vast  new  bureaucracy  which  would  be 
expensive  to  establish  and  maintain.  Furthermore,  once  such  a 
taxing  scheme  is  in  place,  it  would  become  as  easy  to  raise  its 
rates  as  it  was  in  the  early  days  of  the  income  tax  so  that  soon 
the  U.S.  VAT  rate  could  approach  that  of  Great  Britain.  Instead  of 
providing  a  new  form  of  temptation  for  increasing  spending. 
Congress  should  start  making  hard  choices  under  our  current  system 
as  to  where  spending  cuts  can  be  made  and  programs  curtailed. 

President  Clinton's  Goals 

We  do  feel  it  is  necessary  to  make  a  general  observation  concerning 
many  of  the  tax  proposals  which  have  been  presented  to  Congress  by 
President  Clinton.  They  seem  designed  to  foster  a  segment  of  the 
American  economy  which  may  not  be  the  most  fruitful  target  for 
stimulation.  Many  of  the  proposals  seem  to  be  geared  primarily  at 
encouraging  small  manufacturing  enterprises.  Once  upon  a  time 
America  had  a  number  of  small,  "mom  and  pop"  manufacturing 
concerns.  They  were  located  throughout  many  American  communities. 

However,  in  recent  years,  we  have  become  a  nation  of  service 
businesses  and  large  manufacturing  conglomerates.  Some  small 
manufacturing  exists  today,  but,  in  large  part,  we  do  not  see  our 
clients  starting  up  these  kind  of  businesses.  Many  of  our 
international  competitors  are  huge  undertakings  benefiting  from 
government  subsidies  and  the  economies  of  scale  of  large 
conglomerates--as  well  as  benefiting  from  the  cost  savings 
available  to  multi-national  operations.  It  may  well  be  impractical 
for  a  primary  target  of  stimulation  of  the  American  tcix  law  to  be 
new  small  manufacturing  enterprises  which,  in  today's  global 
economy,  can  be  inefficient  and  noncompetitive.  Thus,  we  feel 
small  manufacturing  should  be  encouraged,  but  it  is  unrealistic  to 
think  that  this  alone  can  reverse  the  decline  in  our  economic 
fortunes . 

The  New  York  State  Society  of  Certified  Public  Accountants  will  be 
pleased  to  explain  or  to  discuss  further  any  of  the  points  touched 
on  above  or  discussed  in  our  following  detailed  analysis  of 
specific  provisions. 

SPECIFIC  PROVISIONS 

Investment  Tax  Credit 

Position 
We  believe  there  may  be  easier  and  more  effective  ways  to  encourage 
investment  in  new  plant  eind  equipment  than  through  an  investment 
tax  credit.  This  is  particularly  true  if  the  credit  is  to  be 
incremental,  thereby  favoring  those  businesses  that  were  unwilling 
or  unable  to  invest  during  the  prior  uncertain  years  in  our  economy 
and  punishing  those  that  went  ahead  and  took  the  plunge. 
Furthermore,  any  credit  that  is  not  made  permanent  makes  it 
difficult  for  businesses  to  plan  their  investments  and  spread  them 
over  a  period  of  years  in  an  organized,  well  thought-out  fashion. 
Additionally,  the  credit,  as  proposed,  appears  to  favor  small 
manufacturing  and  technology  concerns  at  the  expense  of  certain 
service  businesses  and  large  conglomerates,  a  result  we  do  not 
think  is  desirable. 

These  problems  can  be  addressed  by  not  targeting  the  credit  at 
either  small  business,  certain  types  of  businesses  or  incremental 
investments.  Although  the  pre-1986  Act  credit  was  quite  complex, 
if  the  stimulus  of  a  credit  is  deemed  essential,  we  would  favor 


541 


following  its  approach. 

Analysis 
For  businesses  paying  tax  at  a  lower  rate,  a  credit  is  more 
valuable  than  a  deduction  or  exclusion.  Thus,  by  its  nature  the 
investment  tax  credit  benefits  small  businesses.  The  current 
proposal  would  go  further  and  only  make  the  credit  permanent  for 
smaller  enterprises,  but,  even  then,  at  a  reduced  rate. 
Apparently,  it  may  not  even  apply  to  service  businesses  for  their 
purchases  of  furniture  or  to  the  purchase  of  restaurant  equipment 
and  the  like.  This  does  not  appear  to  take  into  consideration  the 
realities  of  the  current  business  mix  in  the  U.S.,  our  global 
economy  and  the  way  businesses  are  run  today. 

Any  credit  that  is  provided  should  be  allowed  to  all  businesses  and 
on  some  type  of  permanent  basis.  We  have  a  real  need  to  shore  up 
our  service  businesses  which,  upon  their  start-up,  create  a  number 
of  the  new  jobs  in  this  country.  More  and  more  small  accounting, 
law,  advertising  firms  and  the  like  are  being  formed  as  larger 
concerns  become  less  profitable  and  more  top-heavy.  These  new 
operations  should  be  able  to  benefit  from  any  credit  that  is 
available. 

Alternatively,  our  large  airplane,  automobile,  electronics  and 
computer  manufacturers  are  finding  it  harder  and  harder  to  compete 
either  overseas  or  even  within  our  own  shores.  Any  credit  that  is 
not  available  to  these  operations  on  the  same  basis  that  it  is 
available  to  other  enterprises--and  on  a  peirmanent  basis--is  not 
targeted  to  take  into  account  the  reality  of  today's  business 
climate.  Any  small  manufacturers  who  wish  to  start  up  should  be 
encouraged  by  our  tax  law,  but  they  do  not  appear  to  be  the  wave  of 
the  future  as  it  becomes  more  costly  to  establish  such  businesses 
and  to  purchase  the  necessary  equipment  to  compete  in  any 
meaningful  way. 

The  incremental  nature  of  the  credit  would  dramatically  increase 
complexity.  Measuring  base  period  investments  would,  in  many 
cases,  require  burdensome  research  to  identify  the  types  of 
investments  included  in  the  base  period  calculation. 

In  addition,  it  is  not  clear  that  any  credit  would  be  available  for 
purchasing  rebuilt  assets,  such  as  airplanes  or  boats.  In  fact, 
the  proposal  makes  it  clear  that  the  credit  would  not  be  available 
for  the  purchase  of  used  equipment.  Another  fact  of  life  in 
today's  economy  is  that  much  of  the  equipment  used  in  businesses  is 
too  costly  to  purchase  new  and  may  be  even  better  if  rebuilt  than 
purchased  new.  Also,  due  to  environmental  and  conservation 
concerns,  we  should  generally  be  encouraging  the  rebuilding  of 
equipment  wherever  possible.  Thus,  we  feel  that  the  law  should 
distinguish  between  rebuilt  and  used  equipment  and  specify  that  the 
credit  is  available  for  rebuilt  assets. 

The  small  business  credit  would  not  be  available  to  businesses 
having  gross  receipts  of  more  than  $5  million.  Thus,  a  business 
with  $5,000,001  in  gross  receipts  would  be  ineligible.  Although  a 
phased-out  definition  of  small  business  would  add  complexity,  such 
an  amendment  seems  necessary  to  make  the  proposal  fair . 

Finally,  the  amount  of  the  credit  which  is  proposed  would  be  fairly 
insignif iczmt  to  stimulate  certain  investments.  For  three  year 
property,  the  eunount  of  the  credit  would  only  be  2.33  percent 
during  the  years  in  which  a  7  percent  credit  was  available  to  small 
businesses.  After  two  years,  when  the  credit  fell  to  5  percent, 
the  credit  for  three  year  property  would  be  only  1.67  percent. 
Such  a  small  benefit  does  not  seem  to  justify  the  additional 
administrative  complexity  that  would  be  added.  Furthermore,  to 
generate  more  immediate  stimulus  from  the  credit,  the  carryback  of 
unused  credits  to  years  prior  to  the  effective  date  of  the 
legislation  should  be  allowed. 
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It  may  be  that  concentration  on  making  long-term,  low  cost  loans 
available  to  all  businesses  for  the  purchase  of  plant,  equipment, 
furniture  and  other  business  assets  would  be  a  much  more  effective, 
lower  cost  solution  to  achieve  the  retooling  of  existing 
manufacturing  concerns  and  the  start-up  of  new  small  businesses, 
the  creators  of  the  greatest  amount  of  new  jobs.  If  a  government 
program  could  be  developed  to  encourage  lenders  to  provide  funds 
for  this  purpose,  either  through  tax  or  some  other  incentives,  it 
seems  that  it  could  substantially  stimulate  business  investment  in 
capital  assets. 

Permanent  Extension  of  R&E  Credit 

Position 
There  should  be  government  support  of  research  and  experimentation 
efforts.    However,  a  tax  credit  does  not  seem  to  provide  the 
necessary  impetus .  We  strongly  urge  that  a  new  means  of  promoting 
research  efforts  be  found- -particularly  for  start-ups. 

Analysis 
For  many  businesses  that  are  starting  up,  a  tax  credit  will  provide 
very  little  benefit  since  the  start-up  may  have  no  taxable  income 
and,  therefore,  no  tax  liability  for  the  credit  to  offset. 
Furthermore,  the  credit  is  tremendously  complicated  to  calculate 
and  the  start-up  will  find  itself  incurring  large  professional  fees 
to  determine  a  credit  that  is  of  no  current  benefit.  The  proposed 
modifications  to  the  credit  seem  to  only  exacerbate  this  problem 
for  newer  businesses.  They  add  still  more  calculations  that  the 
business  must  make,  again  at  a  time  when  the  business  may  have  no 
tax  liability  for  the  credit  to  offset. 

This  credit  is  also  very  difficult  to  calculate  due  to  the 
vagueness  of  the  definition  of  qualified  research  expense.  This 
vagueness  has  lead  to  many  disputes  between  taxpayers  and  the  IRS. 
We  recognize  that  it  may  not  be  possible  to  more  specifically 
define  the  term  qualified  research  expense.  However,  this  may  be 
an  area  for  Congress  to  make  available  non-traditional  dispute 
resolution  techniques. 

More  available  government  research  grants  and  less  costly  loans  to 
fund  research  could  be  the  answer.  These  possibilities  are 
certainly  less  complex.  Again,  the  government  could  establish 
programs  to  encourage  lenders  to  provide  low-cost  funds  for 
research  programs.  Full  deductibility  of  research  and 
experimentation  expenses,  even  in  the  start-up  phase  of  a  business, 
could  also  provide  significant  benefits  in  a  less  complicated 
manner  than  the  credit. 

It  adds  to  complexity  that  the  same  research  expenditures  can  also 
be  used,  at  least  to  some  extent,  to  calculate  deductions.  If 
expenses  do  qualify  for  the  credit,  perhaps  the  rate  of  the  credit 
should  be  increased  to  something  more  than  the  maximiom  tax  rate, 
and  the  deductibility  of  the  expenses  should  be  disallowed. 

Once  again,  rather  than  requiring  the  amendment  of  1992  returns,  if 
a  credit  is  enacted,  effective  as  of  July  1,  1992,  the  taucpayer 
should  be  allowed  to  include  any  benefits  from  it  in  the  1993 
return. 

Capital  Gains  Exclusion  for  Certain  Small  Business  Stock 

Position 
We  favor  a  targeted  capital  gains  provision,  such  as  this,  to 
encourage  very  specific  economic  behavior.  It  seems  to  us  to  be 
more  cost-effective  than  across-the-board  cuts  in  capital  gains 
rates.  However,  we  feel  that  too  many  restrictions  have  been  put 
on  the  availability  of  this  benefit. 

Analysis 
There  is  an  overall  limit  in  this  proposal  that  the  capital  gains 
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exclusion  would  only  be  available  to  investors  in  certain  types  of 
businesses  with  aggregate  capitalization  of  less  than  $25  million 
from  January  1,  1993,  where  the  investment  was  held  more  than  five 
years.  It  seems  to  us  that  these  restrictions  alone  are  enough  to 
foreclose  most  abuses. 

Once  the  excludable  amount  is  also  limited  to  the  greater  of  $1 
million  or  ten  times  the  investment,  many  venture  capitalists,  the 
very  investors  most  likely  to  aid  many  small  businesses,  will  find 
very  little  in  this  provision  to  interest  them.  It  will  not  serve 
as  much  of  an  incentive  to  encourage  investment,  and  the  venture 
capital  investor  will  continue  to  make  his  or  her  investment 
decisions  regardless  of  this  provision.  If  the  only  limitation 
were  the  higher  limit  of  the  $25  million  in  total  capitalization, 
the  provision  should  become  much  more  attractive  to  this  type  of 
investor. 

AMT  Treatment  of  Gifts  of  Appreciated  Property 

Position 
We  support  the  exclusion  from  the  alternative  minimum  tax  (AMT) 
preference  for  charitable  contributions  of  appreciated  property. 

Analysis 
From  the  currently  available  drafts  of  the  proposal,  however,  it  is 
unclear  whether  the  exclusion  would  apply  only  to  gifts  of 
appreciated  tangible  personal  property  or,  more  broadly,  as  it 
appears  to  be  drafted,  to  gifts  of  all  personal  property,  which 
would  then  include  charitable  gifts  of  stocks,  bonds  and  other 
securities . 

If  the  proposal  is  already  this  broad,  it  seems  to  us  that  it 
should  apply  to  charitable  gifts  of  appreciated  real  estate  as 
well.  Once  its  scope  extends  beyond  gifts  which  are  strictly  for 
the  use  of  a  charitable  organization,  such  as  gifts  of  paintings  to 
an  art  museum,  for  purposes  of  simplicity  and  fairness  it  should 
include  gifts  of  all  property,  both  personal  and  real. 

The  tax  law  can  stimulate  or  retard  vital  activities,  such  as 
maintaining  educational  and  cultural  institutions.  This  provision 
proved  to  be  a  very  effective  stimulus  for  prompting  gifts  to  such 
institutions,  and  it  should  be  reinstated  and  expanded. 

Self -Employed  Health  Insurance  Deduction 

Position 
We  believe  that  the  health  insurance  deduction  for  the  self- 
employed  should  provide  parity  with  the  deduction  allowed  to 
corporate  businesses  and  should  be  made  permanent.  Such 
legislation  would  benefit  farmers,  entrepreneurs,  accountants, 
attorneys  and  other  professionals,  and  tradespeople,  as  well  as  the 
owner/employees  of  S  corporations. 

Analysis 
Absent  this  provision,  a  disparity  is  created  between  the  tax 
treatment  of  owners  of  incorporated  and  unincorporated  businesses 
(e.g.,  sole  proprietorships,  partnerships  and,  in  this  case,  S 
corporations) .  An  incorporated  business  can  generally  deduct,  as 
an  employee  compensation  expense,  the  full  cost  of  any  health 
insurance  coverage  provided  for  its  employees,  including  owner- 
employees.  By  contrast,  a  self-employed  individual  operating 
through  an  unincorporated  business,  or  a  more  than  2  percent 
shareholder  in  an  S  corporation,  can  only  deduct  the  cost  of  health 
insurance  for  himself  and  his  dependents  to  the  extent  that  it 
exceeds  7.5  percent  of  adjusted  gross  income. 

Prior  to  July  1,  1992,  mainly  as  a  vestige  of  Section  89  which 
never  became  effective,  a  self-employed  individual  was  allowed  to 
deduct  as  other  than  an  itemized  deduction  up  to  25  percent  of  the 
amount  paid  for  health  insureuice  coverage  for  himself,  his  spouse 
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and  his  dependents.  The  proposal  would  reinstate  this  partial 
deduction  from  July  1,  1992,  through  December  31,  1993.  Instead  of 
making  taxpayers  amend  1992  tax  returns  to  take  advantage  of  it,  we 
suggest  that  they  simply  be  allowed  to  include  the  deduction  for 
the  whole  18-month  period  in  their  1993  returns.  This  would 
dramatically  simplify  their  filing  burdens,  while  delaying  the 
revenue  cost  of  this  provision  to  the  Treasury  and  not 
substantially  harming  the  taxpayer  financially. 

We  have  always  been  sensitive  to  distinctions  created  in  the  tax 
law  between  incorporated  and  unincorporated  entities.  Since  1982, 
with  the  exception  of  a  few  provisions,  the  rules  governing 
qualified  pension  plans  have  created  parity.  We  believe  that  the 
rules  regarding  health  plans  should  also  be  reevaluated  in  order  to 
eliminate  major  distinctions.  This  is  particularly  true  in  light 
of  the  dramatically  increasing  cost  of  health  insurance. 

We  assume  that  this  provision  is  drafted  to  be  effective  only 
through  1993  with  the  intention  that  the  comprehensive  health  care 
reform  bill  will  address  this  issue  for  payments  made  in  later 
years.  We  urge  the  Administration  to  create  parity  as  part  of  its 
health  care  reform  package.  We  do  not  see  any  rational  reason  for 
establishing  preferential  treatment  for  health  insurance  coverage 
for  a  specific  form  of  doing  business.  A  decision  as  to  the  form 
of  entity  in  which  a  business  should  operate  should  be  made  based 
on  tax  and  non-tax  issues  other  than   this. 

Assuming  any  health  care  reform  package  will  contain  changes  in  the 
rules  regarding  the  deductibility  of  health  insurance  premiums,  and 
knowing  that  such  major  cheuiges  could  take  a  considerable  time  to 
be  enacted  into  law,  we  urge  that  this  provision  be  extended 
permanently.  Then,  if  this  particular  set  of  rules  is  not 
addressed  legislatively  prior  to  December  31,  1993,  we  will  not 
find  ourselves  yet  again  in  the  situation  of  needing  to  legislate 
an  extension  in  the  application  of  these  rules. 

Increased  Tax  Rates  for  Higher  Income  Individuals 

Position 
We  generally  support  the  need  for  an  increase  in  individual  tcix 
rates  to  help  reduce  the  deficit.  As  CPAs,  we  do  not  contend  that 
a  particular  rate  is  right  or  wrong;  however,  we  do  favor  open  and 
honest  rate  adjustments  to  raise  revenues,  when  needed,  rather  than 
hidden  revenue  increases,  such  as  "floors,"  "ceilings,"  "percentage 
disallowances"  and  other  mechanisms  designed  to  disguise  the  fact 
that  there  has  been  a  tax  increase.  Accordingly,  we  favor  a  fifth 
rate,  rather  than  a  maximum  rate  of  36  percent  plus  a  stated 
surcharge.  We  do  believe  that  the  $250,000  threshold  for  the 
surcharge  is  set  at  too  low  a  level. 

Analysis 
It  is  important  to  realize,  however,  that  when  tcix  rates  are 
increased  today,  the  rate  increase  is  much  more  significcint  than  it 
was  pre-1986  when  there  were  many  credits  cmd  deductions  available 
to  cushion  an  increase  in  rates . 

We  are  also  concerned  that  the  brackets  at  which  the  meiximum  tax 
rate  will  apply  are  often  set  much  too  low  for  those  taucpayers 
living  in  high  income,  high  cost  urban  areas.  Clearly,  a  married 
couple  filing  a  joint  return  that  has  $140,000  in  taxable  income 
has  a  very  different  standard  of  living  in  New  York  City,  Los 
Angeles  or  Washington,  D.C.,  compared  to  what  they  would  have  at 
this  income  level  in  Syracuse  or  Topeka.  We  think  the  cut-offs 
proposed  by  this  Administration  are  more  realistic  than  those  which 
have  been  enacted  in  the  last  few  teix  laws.  However,  we  would  like 
to  see  more  attention  given  to  the  discrepancies  in  the  costs  of 
living  in  the  various  areas  of  the  U.S.  It  should  be  possible  to 
come  up  with  a  way  of  graduating  tax  rates  based  on  where  a 
taxpayer  lives,  similar  to  the  concept  the  IRS  uses  in  fixing  its 
per  diem  travel  expense  allowances  for  various  metropolitan  areas. 
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We  would  also  recommend  that  Congress  reinstate  full  deductibility 
of  itemized  deductions  and  personal  exemptions,  even  if  this  means 
a  slight  additional  increase  in  the  maximum  individual  tax  rates. 
It  is  much  more  difficult  for  taxpayers  to  accurately  predict  their 
tax  liabilities  when  it  is  necessary  to  factor  in  these  phase  outs. 

Reduce  Deductible  Portion  of  Business  Meals  and  Entertainment 

Position 
We  strongly  oppose  the  current  disallowance  of  20  percent  of  the 
deduction   for  business   meals   and   entertainment.     We   think 
increasing  the  nondeductible  amount  to  50  percent  is  very  bad  tax 
policy. 

Analysis 
The  disallowance  of  legitimate  business  deductions  is  simply  a 
hidden  tax  increase--something  we  have  indicated  several  times  that 
we  greatly  oppose.  We  feel  that  Congress  should  be  honest  with  the 
American  people  as  to  the  true  tax  rate  which  is  imposed  on  them. 
Furthermore,  we  think  it  is  bad  economic  and  tax  policy  for 
businesses  to  be  hindered  in  their  spending  decisions  by  the  tax 
law.  Additionally,  disallowance  provisions,  such  as  this  one,  add 
substantial  complexity  to  the  tax  law. 

This  proposal  also  does  not  take  into  account  that  different  sizes 
and  types  of  businesses  operate  differently.  Big  businesses  create 
goodwill  primarily  through  institutional  advertising  while  small 
businesses  spend  much  more,  proportionally,  on  business 
entertaining  to  create  goodwill  with  existing  customers  and  to  woo 
new  ones.  Since  small  businesses  are  the  greatest  creators  of  new 
jobs  in  our  economy,  our  tax  law  should  serve  to  encourage  their 
efficient  operation.  Proposals  such  as  this  one  have  the  opposite 
ef f ect--increasing  recordkeeping  burdens,  accounting  fees  and  tax 
bills. 

Further,  this  increase  in  the  limitation  will  have  the  effect  of 
curtailing  entertaining  at  restaurants,  resulting  in  decreased 
revenues,  leading  to  less  income  tax  revenues,  less  local  sales  tax 
revenues,  and  less  employment. 

Deny  Deduction  for  Club  Dues 

Position 
We  also  oppose  disallowance  of  this  deduction. 

Analysis 
In  many  communities,  the  accepted  way  of  building  customer 
relations  is  through  entertaining  at  clubs--especially  for  the 
smaller  business.  In  certain  towns  across  America,  big  companies 
have  corporate  dining  rooms  on  the  premises.  Other  businesses  must 
either  use  the  country  club  or  the  local  diner  to  entertain  their 
business  contacts.  Therefore,  the  club  dues  a  company  pays  are 
often  business  necessities.  Disallowing  such  deductions  again 
makes  it  harder  for  businesses  to  conduct  their  affairs  in  a  manner 
that  makes  sense,  given  today's  life  styles.  Certain  clubs  provide 
the  right  atmosphere  to  engage  in  serious  business  discussions  to 
a  much  greater  extent  than  any  office  setting  or  restaureint. 
Furthermore,  at  a  golf,  tennis  or  exercise  club,  it  is  possible  to 
establish  a  different  level  of  business  camaraderie  than  it  is  in 
an  office  setting. 

Our  tax  law  should  be  structured  to  encourage  the  efficient  eind 
profitable  operation  of  businesses.  The  more  profitable  they  are, 
the  more  tax  revenues  that  will  be  collected.  If  club  membership 
contributes  to  this  end,  it  should  be  favored  by  the  tax  law 
instead  of  resulting  in  one  more  hidden  tax  increase. 

It  is  important  to  keep  in  mind  that  the  law  already  requires  that 
more  than  50  percent  of  the  business  use  of  the  club  be  proved 
before  any  portion  of  the  club  dues  are  deductible. 
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Require  Securities  Dealers  to  Mark  to  Market 

Position 
While  we  recognize  that  this  is  the  way  business  is  actually- 
conducted  in  the  securities  industry,  we  do  not  support  the  idea 
that  taxable  income  should  be  accelerated  through  mark-to-market 
concepts . 

Analysis 
Even  though  requiring  securities  dealers  to  mark  their  inventories 
of  securities  to  market  will  currently  result  in  additional  taxable 
income  since  the  securities  markets  are  strong,  the  Treasury  must 
understand  that  some  day  this  provision  could  actually  be  a  revenue 
loser,  if  the  markets  decline  dramatically.  Furthermore,  the 
income  required  to  be  recognized  by  a  securities  firm  under  this 
proposal  could  well  disappear  in  the  succeeding  taxable  year.  The 
only  time  such  a  mark-to-market  concept  has  been  applied  previously 
in  the  tax  law  is  with  respect  to  regulated  futures  contracts .  And 
this  was  in  exchange  for  favorable  capital  gains  treatment  of  these 
contracts . 

It  does  seem  to  us  that  Congress  should  now  deal  with  the  problems 
presented  in  the  financial  industry  by  the  Arkansas  Best  decision. 
While  the  mark  to  market  proposal  takes  into  account  the  way  the 
securities  industry  actually  operates,  so  should  other  provisions 
of  the  tax  law.  In  the  global  economy  of  today,  there  are  enormous 
amounts  of  hedging  of  currency  and  interest  rate  fluctuations. 
This  is  no  more  than  prudent  business  practice.  If  there  are 
losses  in  these  hedging  positions,  the  losses  should  not  be  deemed 
capital  but  should,  instead,  be  treated  by  the  teix  code  as  ordinary 
business  deductions.  This  is  not  necessarily  the  conclusion  the 
IRS  will  reach  after  Arkansas  Best.  There  is  a  real  need  for 
clarification  of  the  tax  law  in  this  area. 

If  it  were  necessary  for  Congress  to  specifically  require  marking 
to  market  of  securities  dealers'  inventories  in  exchange  for  relief 
from  Arkcmsas  Best,  we  could  support  such  a  trade-off. 


[The  document  in  its  entirety  has  been  retained  in  the  Committee  fi! 
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Chairman  ROSTENKOWSKI.  Mr.  Murphy. 

STATEMENT  OF  MICHAEL  J.  MURPHY,  EXECUTIVE  DIRECTOR, 
TAX  EXECUTIVES  INSTITUTE,  INC. 

Mr.  Murphy.  Thank  you,  Mr.  Chairman.  I  am  Mike  Murphy,  the 
executive  director  of  Tax  Executives  Institute,  or  TEL  This  marks 
my  first  appearance  before  the  committee  since  I  retired  as  the  IRS 
Deputy  Commissioner  a  year  ago,  and  I  am  pleased  to  present 
TEI's  views  on  the  President's  tax  proposals.  I  am  accompanied  by 
Timothy  McCormally,  the  institute's  general  counsel  and  director  of 
tax  affairs. 

Before  going  further,  Mr.  Chairman,  I  want  to  congratulate  you 
and  members  of  the  committee  for  holding  these  hearings  and  al- 
lowing a  mix  of  views  to  be  presented.  Also,  since  you  have  O'Neill 
leading  off  and  Murphy  batting  fourth,  with  McCormally  leading 
interference,  I  guess  I  am  the  one  that  should  wish  you  all  a  very 
happy  St.  Patrick's  Day. 

TEI  is  the  principal  organization  of  the  corporate  tax  profes- 
sionals in  North  America.  Our  approximately  4,800  members  rep- 
resent more  than  2,300  of  the  leading  corporations  in  the  United 
States  and  Canada.  As  a  broad-based  organization,  TEI  frequently 
finds  itself  unable  to  take  positions  on  major  policy  issues  that 
come  before  the  committee.  For  example,  the  institute  has  histori- 
cally declined  to  take  a  position  on  proposed  changes  in  the  tax 
rates  and  balancing  them  with  possible  changes  in  the  tax  base. 
Similarly,  because  of  its  disparate  effect  on  various  segments  of  our 
membership,  TEI  has  to  date  chosen  not  to  take  a  formal  position 
on  the  proposal  to  reinstate  the  investment  tax  credit. 

Our  written  statement  contains  detailed  comments  about  the 
specific  proposals  in  the  President's  package.  In  my  comments  this 
morning,  I  want  to  highlight  a  number  of  concerns  raised  by  the 
administration's  proposals.  First,  we  believe  that  the  President's 
package  as  a  whole  asks  a  fundamental  question  about  the  state 
of  the  "compact"  that  was  reached  between  taxpayers  and  the  Gov- 
ernment when  the  Tax  Reform  Act  of  1986  was  enacted.  At  that 
time  the  tax  base  was  broadened  and  several  tax  incentives  were 
eliminated  in  exchange  for  a  lowering  of  the  rates  and  generally 
simpler  individual  tax  system.  One  of  the  promised  consequences, 
as  you  well  know,  was  stability — something  that  is  absolutely  es- 
sential to  business.  Of  course,  the  business  community  paid  a  price 
through  higher  taxes  for  the  promised  stability. 

Regrettably,  that  stability  was  extraordinarily  short-lived.  Now, 
the  President  proposes  to  increase  both  corporate  and  individual 
tax  rates,  to  reinstate  incentives  such  as  the  investment  tax  credit, 
and  to  enact  a  number  of  provisions  that  would  further  complicate 
the  law,  require  the  expenditures  of  large  amounts  of  money  on 
nonproductive  activity,  and  impair  America's  ability  to  compete  ef- 
fectively abroad. 

TEI  does  not  deny  the  right,  even  the  obligation  of  the  adminis- 
tration and  Congress  to  fine  tune  the  Internal  Revenue  Code  and 
to  adapt  to  changing  conditions.  In  proposing  to  make  certain  pro- 
visions permanent — including  the  targeted  jobs  credit,  the  research 
tax  credit,  and  the  exclusion  for  employer-provided  educational  as- 
sistance— we  believe  the  administration  has  moved  in  the  right  di- 
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rection.  Specifically,  it  has  sought  to  remedy  the  on  again-off  again 
nature  of  these  provisions. 

We  do  believe,  however,  that  more  than  lip  service  must  be  paid 
to  the  goals  of  stability  and  simplification.  Other  speakers  have 
mentioned  this  same  point.  They  have  also  mentioned  that  other 
provisions  of  the  President's  plan  violate  all  notions  of  stability, 
simplicity,  and  good  tax  policy.  I  would  like  to  comment  on  three 
proposals. 

First,  we  believe  the  President's  proposals  to  disallow  or  curtail 
deductions  for  legitimate  business  expenses  deviate  from  what 
should  be  a  fundamental  precept  of  the  tax  system — that  people 
are  not  taxed  on  gross  receipts,  but  on  income.  Stated  differently, 
the  16th  amendment  authorizes  a  net  income  tax  system  in  which 
deductions  are  generally  allowed  for  the  expenses  of  generating 
that  income.  The  President's  proposal  would  stray  from  that  con- 
cept, for  example,  by  disallowing  a  deduction  for  lobbying  and  arbi- 
trarily capping  the  deduction  on  executive  compensation. 

TEI  questions  whether  these  changes  would  significantly  change 
how  business  is  conducted.  Businesses  will  continue  to  commu- 
nicate their  views  on  proposed  legislation  when  it  is  in  their  or 
their  shareholders'  best  interests  and  will,  if  the  market  demands 
it,  pay  their  executives  in  excess  of  a  million  dollars.  We  believe, 
however,  that  the  proposal  ignores  the  fact  that  we  operate  in  a 
global  economy.  Whenever  the  cost  of  doing  business  in  the  U.S.  in- 
creases, either  through  a  denial  of  a  deduction  or  the  imposition  of 
additional  compliance  costs,  then  the  competitive  position  of  the 
country  as  a  whole  is  going  to  suffer. 

In  addition,  with  respect  to  the  lobbying  deduction,  the  proposal 
could  have  the  effect  of  deterring  people  from  communicating  their 
legitimate  concerns  about  legislation.  The  need  for  such  commu- 
nication is  obvious.  Consider,  for  example,  section  89  or,  more  re- 
cently, the  luxury  excise  tax.  If  the  affected  constituency  is  si- 
lenced, problems  of  both  policy  and  administration  are  likely  to 
arise. 

Second,  the  international  proposals  in  the  President's  package 
would  add  unnecessary  complexity  to  the  Code  and  thereby  dimin- 
ish the  ability  of  U.S.  businesses  to  compete  abroad.  For  example, 
the  proposal  to  currently  tax  certain  accumulations  of  foreign  earn- 
ings states  that  a  change  is  needed  to  prevent  excessive  accumula- 
tion of  foreign  earnings.  There  are,  however,  already  two  overlap- 
ping sets  of  £uitideferral  rules.  One  is  subpart  F,  which  was  enacted 
in  1962  and  the  second  relating  to  passive  foreign  investment  com- 
panies, was  enacted  in  1986.  These  proposals  have  the  same  intent 
to  end  deferral  on  tax  on  passive  assets,  which  is  what  the  Presi- 
dent is  propK)sing  to  do. 

In  other  words,  in  terms  of  tax  policy  we  think  there  is  a  redun- 
dancy. We  have  similar  concerns  about  the  effect  of  the  proposal 
to  treat  royalties  as  passive  income. 

Finally,  Mr.  Chairman,  one  of  the  proposals  seeks  to  transfer  the 
responsibility  for  and  the  expense  of  insuring  compliance  with  cer- 
tain tax  laws  from  the  IRS  to  the  already  compliant  taxpayer.  I  am 
referring  to  the  proposal  to  require  the  filing  of  information  re- 
turns— form  1099^ — on  all  payments  for  services  in  excess  of  $600, 
including  the  payments  to  corporations.  This  proposed  mandate  to 
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file  information  returns  on  payments  to  corporate  service  providers 
is  not  something  that  can  be  accompHshed  cost  free. 

Indeed,  given  the  Joint  Committee  on  Taxation's  revenue  esti- 
mate of  $326  milHon — compared  to  the  administration's  proposal  of 
$6.35  billion — TEI  believes  there  is  a  good  chance  that  the  cost  of 
the  payer  community  would  exceed  the  revenues  that  would  be 
flowing  into  the  Treasury.  More  than  one  company,  Mr.  Chairman, 
has  told  us  that  it  would  exceed  $1  million  just  to  implement  the 
proposed  changes  and  nearly  that  much  to  maintain  the  system  on 
an  ongoing  basis.  Equally  important,  there  is  no  convincing  evi- 
dence that  the  IRS  could  process  the  millions  of  additional  returns 
generated  under  this  proposal. 

Mr.  Chairman,  there  are  several  other  things  that  I  could  cover, 
but  in  the  interest  of  time  I  will  close  now,  but  I  would  like  to 
again  thank  you  for  giving  us  this  opportunity  to  testify. 

[The  prepared  statement  follows:] 
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STATEMENT 

of 

TAX  EXECUTIVES  INSTITUTE,  INC. 


PRESIDENT  CLINTON'S  PROPOSALS  FOR  PUBLIC 
INVESTMENT  AND  DEFICIT  REDUCTION 

submitted  to 

Committee  on  Ways  and  Means 
U.S.  House  of  Representatives 

March  17,  1993 


Mr.  Chairman  and  Members  of  the  Committee:  I  am  Michael  J.  Murphy,  Executive  Director 
of  Tax  Executives  Institute,  and  I  am  pleased  to  present  the  Institute's  views  on  the  President's 
Proposals  for  Public  Investment  and  Deficit  Reduction.  I  am  accompanied  today  by  Timothy  J. 
McCormally,  the  Institute's  General  Counsel  and  Director  of  Tax  Affairs. 


Background 

Tax  Executives  Institute  is  the  principal  organization  of  corporate  tax  professionals  in  North 
America.  Our  approximately  4,800  members  represent  more  than  2,400  of  the  leading  corporations 
in  the  United  States  and  Canada.  TEI  represents  a  cross-section  of  the  business  community,  and  is 
dedicated  to  the  development  and  effective  implementation  of  sound  tax  policy,  to  promoting  the 
uniform  and  equitable  enforcement  of  the  tax  laws,  and  to  reducing  the  cost  and  burden  of 
administration  and  compliance  to  the  benefit  of  taxpayers  and  government  alike.  TEI  is  firmly 
committed  to  maintaining  a  tax  system  that  works  —  one  that  is  consistent  with  sound  tax  policy, 
one  that  taxpayers  can  comply  with,  and  one  in  which  the  IRS  can  effectively  perform  its  audit 
function. 

Mr.  Chairman,  TEI  applauds  the  Committee's  decision  to  hold  these  hearings  in  order  to 
obtain  preliminary  comments  on  the  President's  tax  proposals.  TEI  is  also  pleased  with  the  emerging 
consensus  in  both  the  Administration  and  the  Congress  to  forge  a  strong  and  coherent  economic 
package  to  reduce  the  deficit,  to  cut  unnecessary  government  spending,  to  create  jobs,  and  to 
otherwise  stimulate  the  economy.  The  question,  of  course,  is  how  best  to  achieve  these  laudable 
goals. 

A  principal  challenge  in  analyzing  the  President's  proposals  —  especially  for  tax  executives 
whose  mission  is  to  divine  how  they  may  affect  their  companies  —  is  that  the  specifics  of  the 
proposals  are  in  many  respects  "moving  targets."  Legislative  language  has  not  yet  been  released, 
and  indeed,  some  provisions  remain  undefined  or  seem  to  change  on  a  day-to-day  basis.  The  lack 
of  specificity  is  unfortunate  because  operational  problems  with  tax  proposals  frequently  are  not 
discovered  until  the  statutory  language  can  be  parsed  and  appraised  by  those  who  will  have  to  live 
with  it.  In  other  words,  since  the  details  of  many  of  the  President's  proposals  have  not  yet  been 
released,  our  comments  will  of  necessity  be  somewhat  tentative.  Please  be  assured  that  we  shall 
supplement  our  comments  as  the  legislative  process  moves  forward. 


General  Comments  on  the  President's  Proposals 

As  a  broad-based  organization,  TEI  frequently  finds  itself  unable  to  take  positions  on  major 
policy  issues  that  come  before  the  Committee.  Our  diversity  thus  limits  our  ability  to  opine  on 
certain  major  policy  initiatives.  For  example,  the  Institute  has  historically  declined  to  take  a  position 
on  proposed  changes  in  the  tax  rate  and  to  balance  such  proposals  with  possible  changes  in  the  tax 
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base.   Similarly,  because  of  its  disparate  effect  on  various  segments  of  our  membership,  TEI  has  to 
date  chosen  not  to  take  a  formal  position  on  the  proposal  to  reinstate  the  investment  tax  credit. 

We  do  wish  to  note,  however,  that  the  President's  proposals  ask  a  fundamental  question  about 
the  state  of  the  "compact"  that  was  reached  between  the  government  and  taxpayers  seven  years  ago 
when  the  Tax  Reform  Act  of  1986  became  law.  At  that  time,  the  tax  base  was  broadened  and 
several  tax  incentives  were  eliminated  in  exchange  for  a  lowering  of  the  rates  and  a  generally  simpler 
tax  system  (especially  for  individuals).  One  of  the  promised  consequences  was  stability  —  something 
that  is  absolutely  essential  to  business.  To  plan,  one  has  to  know  what  the  rules  are  and  what  they 
will  be.  Of  course,  there  was  a  price  that  the  business  community  had  to  pay  for  the  promised 
stability:  although  the  1986  Act  was  revenue  neutral  overall,  it  exacted  $120  billion  in  additional 
taxes  over  five  years  from  the  corporate  community  and  imposed  compliance  burdens  out  of  all 
proportion  to  the  tax  policies  supposedly  served  by  the  underlying  statutory  provisions. 

Regrettably,  the  stability  that  was  promised  to  taxpayers  was  extraordinarily  short-lived. 
First,  in  1988,  again  in  1989,  and  most  recently  in  1990,  Congress  and  the  Administration  chipped 
away  at  the  bargain  that  was  struck  in  1986.  Tax  rates  were  not  directly  increased  in  those  earlier 
bills,  but  business  taxpayers  were  saddled  with  a  large  number  of  complicated  tax  increases,  which 
required  the  expenditure  of  both  time  and  money  to  understand  and  implement.  Now,  the  President 
proposes  to  increase  both  corporate  and  individual  tax  rates,  to  reinstate  incentives  such  as  the 
investment  tax  credit,  and  to  enact  a  number  of  provisions  that  would  further  complicate  the  law, 
require  the  expenditure  of  large  amounts  of  money  on  nonproductive  activity,  impair  America's 
ability  to  compete  effectively  abroad,  and  arguably  spur  a  resurgence  of  tax  shelters  and  other 
uneconomic  activities. 

TEI  does  not  deny  the  right  —  even  obligation  —  of  the  Administration  and  Congress  to  fine- 
tune  the  Internal  Revenue  Code  and  to  adapt  to  changing  conditions.  We  do  believe,  however,  that 
more  than  lip  service  must  be  paid  to  the  goals  of  stability  and  simplification.  In  proposing  to  make 
certain  provisions  permanent  —  including  the  targeted  jobs  credit,  the  research  tax  credit,  and  the 
exclusion  for  employer-provided  educational  assistance  —  we  believe  the  Administration  has  moved 
in  the  right  direction.  Specifically,  it  has  sought  to  remedy  the  on-again,  off-again  nature  of  these 
provisions  and  to  inject  some  modicum  of  certainty  into  the  tax  system. 

In  stark  contrast,  other  provisions  of  the  President's  plan  would  violate  all  notions  of 
stability,  simplicity,  and  good  tax  policy.  First,  we  believe  the  President's  proposals  to  disallow  or 
curtail  deductions  for  legitimate  business  expenses  deviate  from  what  should  be  a  fundamental 
precept  of  the  tax  system:  that  people  are  taxed  not  on  gross  receipts  but  on  income.  Stated 
differently,  the  Sixteenth  Amendment  authorizes  a  net  income  tax  system  in  which  deductions  are 
generally  allowed  for  the  expenses  of  generating  income.  The  President's  proposals  would  stray 
from  that  concept,  for  example,  by  disallowing  a  deduction  for  lobbying  expenses  and  arbitrarily 
capping  the  deduction  on  executive  compensation.  TEI  questions  whether  these  changes  would 
significantly  change  how  business  is  conducted:  businesses  will  continue  to  communicate  their  views 
on  proposed  legislation  when  it  is  in  their  or  their  shareholders'  best  interests  and  will  —  if  the 
market  demands  it  —  pay  their  executives  in  excess  of  $1  million.  A  cynic  might  say,  if  behavior 
will  not  change,  is  this  not  a  good  way  to  raise  revenue?  Leaving  aside  the  question  of  principle, 
what  that  argument  ignores  is  that  we  operate  in  a  global  economy.  Whenever  the  cost  of  doing 
business  in  the  United  States  increases  (because  a  deduction  is  denied  or  an  additional  compliance 
cost  is  imposed),  the  competitive  position  of  the  country  as  a  whole  cannot  be  helped. 

Second,  the  international  proposals  in  the  President's  package  would  add  unnecessary 
complexity  to  the  Internal  Revenue  Code  and  thereby  diminish  the  ability  of  U.S.  business  to 
effectively  compete  abroad.  Consider,  for  example,  the  proposal  to  tax  in  advance  of  repatriation 
to  the  Ui'iitcu  States  certain  accuiiiuialioiia  of  fuieign  earnings  deemed  to  be  "excessive."  The 
proposal  states  that  a  change  is  needed  to  prevent  the  "excessive  accumulation"  of  foreign  earnings. 
There  are,  however,  already  two  overlapping  sets  of  anti-deferral  rules  —  one  that  was  enacted  in 
1962  called  Subpart  F  and  the  second,  relating  to  "passive  foreign  investment  companies"  (PFICs), 
which  was  enacted  in  1986  to  do  the  very  thing  the  President's  proposal  is  intended  to  do:  end  the 
deferral  of  tax  on  passive  assets.  In  other  words,  in  terms  of  tax  policy,  the  proposal  is  redundant. 
In  terms  of  tax  administration,  it  is  tremendously  complicated.  Rather  than  end  the  redundancy  and 
streamline  the  law,  the  President's  proposal  would  add  another  layer  of  rules  and  another  layer  of 
costs  and,  we  submit,  garner  very  little  revenue  for  the  government. 

Finally,  one  of  the  proposals  seeks  to  transfer  responsibility  for  —  and  the  expense  of  — 
ensuring  compliance  with  certain  tax  laws  from  the  IRS  to  already  compliant  taxpayers.   We  refer 
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to  the  proposal  to  require  the  filing  of  information  returns  —  Forms  1099  —  on  all  payments  for 
services  in  excess  of  $600,  including  payments  to  corporations.  (Currently,  Forms  1099  need  not 
be  filed  in  respect  of  payments  to  corporations,  in  part  because  the  filing  of  such  returns  would  flood 
the  IRS  with  information  that  it  could  not  use.)  This  proposed  "mandate"  to  file  information  returns 
on  payments  to  corporate  service  providers,  however,  is  not  something  that  can  be  accomplished  cost 
free.  Indeed,  given  the  Joint  Committee  on  Taxation's  revenue  estimate  for  the  proposal  —  $326 
million  (as  opposed  to  the  Administration's  $6.35  billion  estimate)  —  TEI  believes  there  is  a  good 
chance  that  the  cost  to  the  payer  community  would  exceed  the  revenues  flowing  to  the  Treasury. 
More  than  one  company  has  already  estimated  its  costs  would  exceed  $1  million  to  implement  the 
proposed  changes  and  nearly  that  much  to  maintain  the  new  system  on  an  ongoing  basis.  Equally 
important,  there  continues  to  be  no  convincing  evidence  that  the  IRS  would  be  able  to  process  the 
millions  of  additional  pieces  of  paper  that  would  be  generated  under  the  proposal.  In  this  regard, 
it  is  interesting  to  note  that  one  aspect  of  the  proposal  —  an  IRS  initiative  to  assist  payers  in 
verifying  the  taxpayer  identification  number  of  payees  —  has  been  abandoned,  apparently  because 
the  IRS  cannot  implement  the  program  on  schedule.  There  is  no  similar  sympathy  demonstrated, 
however,  for  the  payers  that  would  have  to  modify  their  computer  systems,  institute  manual 
processes,  and  otherwise  gear  up  for  the  information  reporting  program. 

In  the  ensuing  sections  of  this  statement,  TEI  sets  forth  its  views  on  specific  proposals 
contained  in  the  President's  economic  package. 


Limitations  on  the  Deductibility  of 
Ordinary  and  Necessary  Business  Expenses 


A.         Limitations  on  the  Deductibility 
of  Corporate  Salaries 

1.  President's  Proposal.  The  President's  proposal  would  preclude  a  corporation  from 
taking  a  deduction  for  compensation  paid  to  an  executive  in  excess  of  $1  million  per  year.  The  $1 
million  limitation  would  not  apply  to  compensation  payments  that  are  linked  to  productivity,  though 
no  details  of  the  productivity  exception  have  yet  been  released. 

2.  TEI  Position.  TEI  opposes  the  proposal  to  arbitrarily  limit  the  deduaion  for 
corporate  salaries  for  a  number  of  reasons.  First,  the  proposal  to  limit  the  deductibility  of  corporate 
salaries  violates  the  basic  tenet  of  America's  net  income  tax  system  that  taxpayers  are  allowed  to 
deduct  their  ordinary  and  necessary  business  expenses.'  Enaaing  a  proposal  to  limit  the 
compensation  deduction  would  give  rise  to  the  double  taxation  of  salaries  —  once  at  the  individual 
level  (as  is  currently  the  case),  and  once  at  the  corporate  level  (as  a  result  of  the  denial  of  a 
deduction).   This  alone  should  be  sufficient  reason  to  defeat  such  a  proposal. 

In  addition,  a  corporate  compensation  limitation  would  discriminate  against  similarly  situated 
individuals  —  for  example,  corporate  executives  and  non-corporate  executives  whose  duties  are 
virtually  identical  —  without  any  public  policy  basis.  Hence,  limitations  would  not  apply  to 
employees  of  a  partnership  who  perform  services  substantially  identical  to  those  performed  by 
corporate  executives  at  a  competing  firm,  nor  would  they  apply  to  non-executive  employees  or  to 
employee-owners  of  personal  service  corporations.  An  enterprise  or  group  of  individuals  choosing 
to  conduct  business  as  a  corporation  would  find  itself  subject  to  the  limitation,  whereas  the  same 
business  would  escape  the  limitation's  reach  by  organizing  itself  as  a  partnership;  investment  banking 
is  but  one  example  where  firms  performing  substantially  identical  services  are  organized  as  either 
pannerships  or  corporations.  In  addition,  the  proposal  would  not  reach  certain  industries  {e.g. ,  law 
and  accounting  firms)  that  generally  operate  in  non-corporate  form.^  Contrary  to  the  avowed 
purpose  of  the  Tax  Reform  Act  of  1986  (and  other  recent  legislation),  therefore,  a  corporate  salary 


'  The  Inlenul  Revenue  Service  currcDtly  bu  ample  muthority  to  duUenge  the  maoublenett  and,  bence,  Ibe 
deductibility  of  excessive  salaries.  Indeed,  tbe  case  law  is  replete  with  examples  of  situalioiu  wbere  tbe  ERS  has 
successfully  argued  that  no  deduction  should  be  allowed  for  an  unreasonably  large  salary  oo  the  grounds  that  the  payment 
constitutes  a  disguised  dividend.  In  other  words,  tbe  President's  proposal  is  not  necessary  to  protect  against  tax  law 
abuses. 

'  Undei^the  proposal,  the  limitation  would  apply  to  tbe  salary  paid  to  a  corporate  general  counsel  but  not  to  tbe  fees 
paid  by  the  corporation  to  its  outside  counsel,  frequently  for  substantially  similar  services. 
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deduction  limitation  would  violate  the  principle  of  neutrality  and  interfere  with  basic  business 
decisions. 

Although  the  details  of  the  President's  proposal  remain  unclear  (especially  with  respect  to  any 
exception  for  payments  linked  to  productivity),  significant  issues  of  retroactivity  exist  in  respect  of 
stock  options  and  forms  of  deferred  compensation  "granted"  before,  but  not  taxable  to  the  employee 
(or  deductible  to  the  employer)  until  after,  the  effective  date.  Thus,  the  putative  rationale  of  policing 
"excessive"  corporate  compensation  is  undercut  because  a  limitation  on  deductibility  could  obviously 
not  discourage  already-granted  compensation.  Equally  important,  a  limitation  proposal  would 
penalize  taxpayers  who  granted  stock  options  as  a  form  of  compensation  over  the  same  period  of 
time  they  may  have  paid  their  employees  lower  cash  wages.  At  a  minimum,  the  limitation  should 
not  apply  to  compensation  paid  pursuant  to  agreements  entered  into  before  the  date  the  Committee 
adopts  the  proposal,  without  regard  to  whether  such  amounts  are  vested  or  funded  at  the  date  of 
committee  action. 

Moreover,  through  its  application  to  compensation  in  the  form  of  stock  options,  the 
President's  proposal  runs  counter  to  national  policies  of  encouraging  entrepreneurship.  As  SEC 
Chairman  Breeden  testified  last  summer,  converting  employees  into  owners  (through  the  grant  of 
stock  options)  is  highly  desirable  and  should  be  facilitated,  not  impeded.  The  President's  proposal 
would  discourage  businesses  from  developing  compensation  arrangements  pursuant  to  which 
employees  would  accept  lower  current  wages  in  exchange  for  the  opportunity  to  share  in  the  future 
profits  of  the  corporation  as  a  shareholder.  Although  the  announced  (but  inchoate)  productivity 
exception  might  ameliorate  the  effect  on  stock  option  grants,  query  whether  a  productivity-based 
exception  would  in  practice  become  nothing  more  than  a  mirror  image  of  the  limitation  that  exists 
under  current  law,  viz,  compensation  is  deduaible  only  to  the  extent  it  is  ordinary  and  necessary. 
The  productivity  standard  would  necessarily  involve  either  the  application  of  bright-line  tests  to 
determine  the  "productivity"  of  the  employee  or  an  examination  of  all  the  facts  and  circumstances 
in  a  particular  case.  The  application  of  any  objective  standard  established  by  legislative  fiat  would 
prove  extremely  rigid  with  arbitrary  and  inconsistent  results  among  different  businesses  or  even  to 
different  classes  of  employees  within  the  same  company.^  Should  a  facts-and-circumstances  test  be 
mandated,  the  President's  proposal  would  add  nothing  but  gloss  to  the  existing  standard.  That 
"gloss,"  however,  could  lead  to  unproductive  disputes  between  taxpayers  and  the  IRS.  In  any  event, 
the  IRS  would  likely  be  flooded  with  ruling  requests  on  whether  particular  arrangements  satisfied  the 
productivity  exception. 

Finally,  a  corporate  salary  deduction  limitation  represents  a  crude  attempt  to  deal  with  an 
issue  of  corporate  governance  through  the  tax  code.  Such  a  limitation  would  subject  all  corporations 

—  no  matter  how  large  or  small,  no  matter  how  successful,  no  matter  how  important  the  executive 
is  to  the  company's  success  —  to  the  same  arbitrary  rule.*  It  would  thus  ignore  the  specific  facts 
and  circumstances  that  could  make  compensation  in  excess  of  an  enacted  limitation  clearly  proper 

—  in  the  words  of  the  Internal  Revenue  Code,  "ordinary  and  necessary."  To  the  extent  so-called 
excessive  corporate  compensation  is  a  matter  of  national  concern,  TEI  believes  the  issue  should  be 
dealt  with  as  a  matter  of  corporate  governance  —  for  example,  through  further  revision  of  certain 
SEC  rules  relating  to  shareholder  oversight  of  executive  salaries'  —  not  the  tax  law. 

For  the  foregoing  reasons,  TEI  recommends  that  the  proposed  limitation  on  the  deduction 
of  executive  compensation  be  rejected. 


'  While  there  are  elements  of  compensation  packages  Chat  are  common  to  all  or  many  employers,  there  is  a  whole 
industry  of  compensation  consultants  and  corporate  human  resources  employees  who  devote  their  fiilj-time  energies  to 
devismg  mcentive  compensation  arrangements  that  meet  the  particular,  unique  needs  of  mdividuaJ  enterpnses.  We  doubt 
that  an  entirely  objective,  bnght-lme  tests  of  productivity  will  be  flexible  enough  to  accommodate  all  employees  or  all 
types  of  busmesses. 

'  That  It  IS  not  possible  to  establish  a  reasonable,  generally  applicable  cap  on  deductible  compensation  is  underscored 
by  reference  to  the  sportmg  and  entertainment  worlds.  Many  people  might  question  whether  certam  professional  athletes 
or  entertainers  are  'worth*  the  salaries  they  command,  but  the  fact  is,  their  value  is  set  m  the  marketplace.  In  the  same 
fashion,  corporate  shareholders,  actmg  by  and  through  corporate  boards  of  directors,  determme  the  value  of  services 
provided  by  corporate  executives.  An  arbitrary  limitation  on  deductions  for  corporate  salaries  will  likely  not  reduce  the 
sahiries  paid  to  executives,  because  the  value  of  their  services  will  be  set  by  a  competitive  market.  Instead,  the  cost  of 
increased  corporate  taxes  caused  by  the  disallowed  deductions  will  be  borne  by  either  the  customers  or  the  shareholders 
of  the  corporation. 

'  We  recognize  that  the  SEC  recently  revised  its  niles  relatmg  to  the  disclosure  of  executive  compensation  m  proxy 
matenals  and  submit  that  such  rules  —  not  the  tax  code  —  are  the  proper  venue  for  addressmg  issues  of  "excessive" 
executive  compensation. 
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B.         Lobbying  Expenses 

1 .  President's  Proposal.  Under  current  law,  businesses  may  deduct  the  cost  of  certain 
lobbying  expenses  as  ordinary  and  necessary  business  expenses.  Under  section  162(e)  of  the  Code, 
deductible  expenses  include  amounts  paid  or  incurred  for  direct  communications  with  Congress  or 
another  legislative  body;  the  cost  of  communicating  with  a  trade  organization  of  which  the  taxpayer 
is  a  member  in  regard  to  relevant  legislation;  and  a  part  of  the  dues  for  membership  in  an 
organization  that  engages  in  lobbying.  Under  the  President's  proposal,  businesses  would  no  longer 
be  able  to  deduct  lobbying  expenses.  Lobbying  expenses  would  be  defined  similarly  to  the  definition 
of  expenditures  to  influence  legislation  in  section  4911(d)  and  would  include  attempts  to  influence 
legislation  through  communications  with  the  executive  and  legislative  branches.  In  addition,  no  part 
of  membership  dues  that  are  used  for  such  lobbying  would  be  allowed  as  a  deduction  and  the 
membership  organization  would  be  required  to  report  to  members  the  portion  of  the  dues  used  for 
lobbying. 

2.  TEI  Position.  Section  162(e)  was  enacted  in  1962  to  permit  deductions  for  direct 
lobbying  expenses.  The  legislative  history  to  that  provision  shows  that  Congress  overturned  previous 
judicial  precedent  and  administrative  practice  (i)  to  remedy  the  inconsistent  treatment  of  expenses 
incurred  in  petitioning  for  judicial  and  legislative  redress  of  grievances;  (ii)  to  eliminate  the 
disincentive  of  seeking  legislative  contact,  providing  factual  knowledge  to  the  legislature,  or  lending 
the  taxpayers  expertise  to  legislative  deliberations;  (iii)  to  provide  a  better  reflection  of  the  taxpayer's 
true  net  income;  and  (iv)  to  eliminate  the  compliance  and  enforcement  problems  associated  with 
identifying  and  segregating  proscribed  expenditures. 

"Lobbying"  is  not  a  four-letter  word.  Efforts  to  punish  taxpayers  for  asserting  their  First 
Amendment  right  to  petition  for  redress  of  grievances  should  not  be  allowed  to  masquerade  as 
political  reforms  or  attacks  on  "special  interests."  The  pervasive  influence  of  federal  laws  and 
regulations  on  the  conduct  of  business  in  America  ensures  that  companies,  industries,  and  the  general 
populace  will  continue  to  have  an  interest  in  communicating  their  views  to  Congress  and  the 
Administration.  In  other  words,  lobbying  will  continue.  Indeed,  Congress  and  the  federal  regulatory 
agencies  can  hardly  expect  to  develop  legislation  and  to  promulgate  rules  and  regulations  without 
accumulating  a  certain  degree  of  information  about  the  subject  matter  and  practices  they  seek  to 
regulate.  Without  the  active  participation  of  trade  or  professional  groups  and  individual  businesses 
in  the  legislative  and  regulatory  process,  rules  are  likely  to  be  fashioned  in  a  void,  spawning 
economic  inefficiencies  and  imposing  compliance  burdens  that  are  wholly  avoidable.  The  tax  law 
itself  is  replete  with  examples  of  Congress  enacting  requirements  with  too  little  —  not  too  much  — 
information.  (Witness  the  ill-fated  section  89  or  —  more  recently  —  the  luxury  excise  tax.)  Indeed, 
Congress  recognized  its  need  for  information  from  affected  constituencies  when  it  enacted  section 
162(e): 

It  also  is  desirable  that  taxpayers  who  have  information  bearing  on  the 
impact  of  present  laws,  or  proposed  legislation,  on  their  trades  or 
businesses  not  be  discouraged  in  making  this  information  available  to 
the  Members  of  Congress  or  legislators  at  other  levels  of  government. 
The  presentation  of  such  information  to  the  legislators  is  necessary  to 
a  proper  evaluation  on  their  part  of  the  impact  of  present  or  proposed 
legislation.  The  deduction  of  such  expenditures  on  the  part  of 
business  is  also  necessary  to  arrive  at  a  true  reflection  of  their  real 
income  for  tax  purposes.  In  many  cases  making  sure  that  legislators 
are  aware  of  the  effect  of  proposed  legislation  may  be  essential  to  the 
very  existence  of  the  business.  (Emphasis  added.)' 

Not  only  is  it  important  that  information  be  made  available  to  Congress  and  other  legislative 
bodies,  the  administrative  burden  associated  with  identifying  and  segregating  "lobbying  expenses" 
from  other  expenditures  could  prove  exceedingly  difficult  for  taxpayers  to  comply  with  and  the  IRS 
to  audit.  Controversy  would  inevitably  arise  over  the  types  of  expenditures  included  within  the 
definition  of  lobbying.  In  enaaing  section  162(e),  Congress  wisely  sought  to  quell  such 
controversies.  The  legislative  history  confirms  the  wisdom  of  permitting  a  deduction  for  lobbying 
expenses  as  ordinary  and  necessary  business  expenses  as  a  matter  of  administrative  convenience: 


'  See  H.R.  Rep.  No.  1447  (Report  of  the  Committee  on  W«ys  and  Means  to  accompany  H.R.  10650).  87th  Cong., 
2d  Sew.  16  (1962).  reprinted  in  Legislative  History  of  H.R.  10650  (The  Revenue  Act  of  1962),  Pubbc  Law  No.  87-834, 
Part  1,  at  1151  (1967). 
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The  regulations  issued  by  the  Treasury  Depanment  in  1959  brought 
to  a  head  many  administrative  and  enforcement  problems  and 
uncertainties  which  have  plagued  both  the  Government  and  taxpayers. 
The  difficulty  in  allowing  trade  or  business  expenses  generally,  but 
isolating  expenses  relating  to  legislative  matters  and  denying 
deductions  for  them,  stems  in  part  from  the  difficulty  in  segregating 
and  classifying  such  expenses.  .  .  .  Moreover,  in  the  case  of  many 
expenses  which  may  primarily  be  incurred  to  inform  the  business 
itself  as  to  the  application  of  certain  proposed  legislation,  when  such 
information  is  also  made  available  to  legislators  it  is  difficult  to 
determine  how  an  allocation  of  the  expense  should  be  made  between 
legislation  and  mere  planning  of  the  company.^ 

Depending  on  the  complexity  of  the  prescribed  allocation  scheme,  industry  associations,  trade 
groups,  or  research  organizations  whose  legislative  activities  are  minor  (perhaps  even  de  minimis) 
compared  with  their  educational,  research,  or  other  activities  might  choose  to  curtail  or  terminate 
their  lobbying  rather  than  incur  the  expenses  associated  with  segregating  lobbying  from  their  other 
activities  and  then  notifying  their  members  of  the  portion  of  their  dues  ensnared  in  the  disallowance. 
(Small  and  medium-sized  businesses  might  also  refrain  from  lobbying,  not  because  of  the  'cost'  of 
nondeductibility  but  because  of  the  attendant  recordkeeping  burdens.)  The  'losers'  in  the  process 
could  well  be  Congress,  the  Administration,  or  the  country  as  a  whole  —  they  would  be  deprived 
of  the  knowledge  those  "lobbyists"  would  otherwise  bring  to  the  legislative  process.  And,  we 
submit,  the  fisc  would  not  be  at  all  enriched. 

Of  the  four  reasons  cited  by  Congress  in  1962,  the  erosion  of  the  principle  that  the  income 
tax  is  derived  after  measuring  the  net  income  of  the  taxpayer  is  the  most  important  for  opposing 
enactment  of  the  provision.  We  believe  that  the  compromise  struck  by  Congress  in  enacting  section 
162(e)  strikes  an  appropriate  balance  between  direct  lobbying  and  "grass  roots'  lobbying  activities. 
Should  Congress  determine  that  some  action  is  necessary  to  address  the  'power"  of  the  'special 
interests,'  then  TEI  submits  that  non-tax  laws  —  such  as  those  governing  campaign  finances  and  the 
disclosure  of  lobbying  activities  and  expenditures  —  should  be  the  vehicle  for  reform. 

TEI  urges  that  the  proposed  disallowance  of  deductions  for  lobbying  expenses  be  rejected. 


C.         Deductible  Portion  of  Business  Meals 

1 .  President's  Proposal.  Under  section  274(n)  of  the  Code,  a  taxpayer  is  permitted  to 
deduct  only  80  percent  of  the  expense  for  meals  and  entertainment  that  meet  certain  legal  and 
substantiation  requirements  to  establish  the  business  purpose  of  the  expense.  The  President's 
proposal  would  reduce  the  deductible  portion  of  the  otherwise  allowable  business  meals  and 
entertainment  expenses  from  80  percent  to  50  percent. 

2.  TEI  Position.  The  justification  proffered  by  the  Administration  for  the  proposed 
reduction  in  the  percentage  of  the  allowable  deduction  is  that  a  portion  of  the  expense  relates  to  an 
entirely  personal  and,  hence,  nondeductible  expenditure.  Allowing  a  full  (or  even  80-percent) 
deduction  for  consumption  of  the  business  meal,  the  summary  of  the  President's  proposal  states, 
amounts  to  an  improper  tax  subsidy  for  a  personal  expense  of  the  employee. 

Apart  from  a  |K)ssible  search  for  revenues,  we  are  unable  to  discern  how  the  Administration 
arrived  at  the  proposed  50  percent  disallowance  figure.  How  was  the  personal  element  of  the 
business  rrical  cxpenuiture  ueierrniiied  to  be  one  half  of  die  expenditure?  We  respectfully  suggest 
the  determination  was  arbitrary  and  devoid  of  any  legitimate  tax  policy  rationale.  Indeed,  the 
President's  proposal  ignores  the  underpinnings  of  current  law  in  disallowing  deductions  for  ordinary 
and  necessary  business  expenses  incurred  primarily  to  produce  taxable  income.  The  proposal  is 
based  on  the  notion  that  any  incidental  personal  benefit  that  accrues  from  an  expenditure  may  be 
measured  and  should  be  eliminated  from  the  tax  base.  The  quest  for  such  a  theoretically  perfect 
measure  of  the  tax  base,  however,  is  not  only  flawed  but  wasteful  of  taxpayer  and  govenunent 
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resources  because  it  violates  the  economic  law  of  diminishing  returns.'  In  1986,  TEI  opposed  the 
proposed  20-percent  disallowance  on  the  ground  that  it  represented  bad  tax  policy  and  would  impose 
administrative  burdens  likely  to  exceed  the  incremental  revenues  raised  by  the  provision.  We  believe 
those  arguments  apply  with  equal  force  to  the  proposed  racheting  up  of  the  disallowance  to  50 
percent. 

Accordingly,  TEI  urges  thai  the  provision  to  disallow  a  deduction  for  50  percent  of  the  cost 
of  meals  and  entertainment  be  rejected.  Indeed,  for  the  foregoing  policy  reasons,  TEI  believes  the 
current  20-percent  disallowance  should  be  repealed. 


D.         Club  Dues 

1 .  President's  Proposal.  Under  section  274(a)  of  the  Code,  a  deduction  is  permitted  for 
club  dues  if  the  taxpayer  establishes  that  the  use  of  the  club  is  primarily  for  furtherance  of  the 
taxpayer's  trade  or  business.  Even  after  this  test  is  met,  the  taxpayer  is  permitted  to  deduct  only  that 
portion  of  the  dues  that  qualify  as  "directly  related'  to  the  active  conduct  of  the  trade  or  business. 
The  President's  proposal  would  disallow  entirely  deductions  for  expenditures  for  all  manner  of  club 
dues  including  business,  social,  athletic,  luncheon,  and  sporting  clubs. 

2.  TEI  Position.  As  with  the  deduction  for  business  meals,  the  putative  reason  for  the 
proposed  change  is  that  taxpayers  obtain  a  deduction  for  dues  for  a  club  (such  as  a  country  club)  with 
respect  to  which  a  significant  element  of  personal  pleasure,  enjoyment,  and  social  benefit  is  present. 
This  facile  explanation  should  be  rejected  in  light  of  the  formidable  gauntlet  of  tests  already  imposed 
by  the  Code  to  establish  that  an  expenditure  for  club  dues  is  direaly  related  to  the  active  conduct 
of  a  taxpayer's  trade  or  business.  If  a  taxpayer  is  able  to  surmount  the  obstacles  in  present  law  and 
establish  that  the  expenditure  is  directly  related  to  the  conduct  of  its  business,  a  net  income  tax 
system  demands  that  ordinary  and  necessary  expenses  related  to  the  production  of  the  income  be 
deductible.' 

TEI  urges  that  the  elimination  of  the  deduction  for  club  dues  be  rejected. 


Corporate  Estimated  Taxes 

1.  President's  Proposal.  Under  section  6655  of  the  Code,  a  corporation  is  subject  to 
an  addition  to  tax  (or  penalty)  for  any  underpayment  of  estimated  tax.  For  taxable  years  beginning 
after  June  30,  1992,  and  before  1997,  a  corporation  does  not  have  an  underpayment  of  estimated  tax 
if  it  makes  four  equal  timely  estimated  tax  payments  that  total  at  least  97  percent  of  the  tax  liability 
shown  on  its  return  for  the  current  taxable  year.  For  taxable  years  beginning  after  1996,  current  law 
provides  that  the  97 -percent  requirement  will  be  reduced  to  91  percent.  The  President's  proposal 
would  make  the  97-percent  requirement  permanent. 

2.  TEI  Position.  Current  law  effectively  requires  large  corporations  to  overpay  their 
estimated  taxes,  without  the  benefit  of  interest,  in  order  to  avoid  an  underpayment  penalty  under 
section  6655  of  the  Code.  This  Hobson's  choice  —  between  a  penalty  and  what  is  essentially  a  non- 
penalty  penalty  —  does  not  confront  other  taxpayers  because  they  may  generally  avoid  the  section 
6655  penalty  by  availing  themselves  of  the  statutory  safe  harbor.  Specifically,  smaller  corporations 
—  those  whose  taxable  income  is  less  than  $1  million  for  all  of  the  preceding  three  years  —  may 
avail  themselves  of  a  statutory  safe  harbor  to  avoid  the  underpayment  penalty  by  making  quarterly 
deposits  equal  to  100  percent  of  their  prior  year's  tax  liability.  Because  the  safe  harbor  is  based  on 
the  company's  prior  year's  liability  (which  obviously  is  known),  smaller  companies  can  approach  the 
estimated  tax  rules  witn  confidence.  Large  corporations  currently  may  not  use  this  prior  year's  safe 
harbor. 

Because  they  are  not  permitted  to  use  the  prior  year's  tax  rule,  large  corporations  must  base 
their  quarterly  deposits  on  estimates  of  their  current  year's  tax  liability.  The  existing  task  is  literally 


'  At  best,  the  Presideot's  proposal  is  a  blunt  instniment:  the  disallowance  would  apply  equally  to  both  the  sandwiches 
consumed  during  an  all-day  business  meeting  and  the  proverbial  "three-martini  lunch.' 

'  While  references  to  "country  clubs"  conjure  up  pictures  of  abuse,  TEI  questions  why  no  exception  is  provided  for 
facilities  having  absolutely  no  mixed  busmess  and  personal  uses,  e.g.,  a  busuess  lunch  club  (with  no  accompanying 
athletic  facility  privileges)  that  is  open  only  during  business  hours. 
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impossible  in  light  of  the  complexity  of  the  tax  laws,  the  rapidity  with  which  they  have  changed  in 
recent  years,  and  the  fact  that  numerous  adjustments  to  financial  income  can  accurately  be  done  only 
annually.  Consequently,  the  large  corporate  taxpayer  faces  a  choice  of  either  (i)  paying  a  penalty 
(under  section  6655)  for  underestimating  its  liability  or  (ii)  overpaying  its  taxes  (in  order  to  avoid 
the  penalty). 

The  second  option  (which  large  corporations  are  generally  compelled  to  choose  not  only  by 
internal  business  conduct  policies  but  by  business  exigencies  —  the  desire  to  avoid  penalties)  does 
not  come  without  a  cost.  The  cost  is  the  effective  denial  of  interest  on  the  mandatory  overpayment 
by  operation  of  section  661 1(e),  which  provides  that  interest  on  an  overpayment  does  not  begin  to 
run  until  the  filing  of  a  claim  for  refund.  The  President's  proposal  would  exacerbate  a  serious 
administrative  difficulty  that  exists  under  current  law. 

TEI  recommends  that  the  estimated  tax  proposal  in  the  President 's  package  be  rejected  and 
the  corporate  estimated  tax  provisions  of  the  Code  be  truly  reformed.  Although  we  question 
whether  a  valid  tax  policy  reason  exists  for  denying  "large  corporations"  the  availability  of  the  prior 
year's  tax  rule  under  section  6655,  we  suggest  that  either  of  the  following  alternatives  would  temper 
the  unfairness  and  unrealistic  nature  of  the  current  rules: 

•  Alternative  One:  No  penalty  would  be  imposed  if  the  taxpayer  makes 
estimated  tax  payments  based  on  a  specified  percentage  (say,  120 
percent"*)  of  the  average  of  its  tax  liabilities  for  the  preceding  three 
(or  more)  years  (after  taking  into  account  credits). 

•  Alternative  Two:  In  the  event  the  taxpayer  overpays  its  estimated 
taxes,  interest  (at  the  rate  prescribed  by  section  6621(a)(1)  of  the 
Code)  would  be  paid  to  the  taxpayer  on  the  amount  of  the 
overpayment  from  (i)  the  later  of  the  due  date  of  the  estimated  taxes 
or  the  date  payment  is  made,  to  (ii)  the  date  such  overpayment  is 
refunded  (or  applied  to  a  subsequent  liability). 


Modification  of  the  AMT  Depreciation  Schedule 

1.  President's  Proposal.  Under  current  law,  taxpayers  are  subject  to  an  alternative 
minimum  tax  (AMT)  and  must  make  adjustments  to  their  regular  taxable  income  to  arrive  at  their 
AMT  income.  One  of  these  adjustments  relates  to  depreciation.  Under  the  AMT,  depreciation  for 
personal  property  placed  in  service  after  1986  is  generally  computed  under  the  modified  accelerated 
cost  recovery  system  (MACRS)  using  the  150-percent  declining  balance  method  (switching  to  straight 
line  at  a  point  maximizing  the  deduction).  The  class  lives  for  AMT  depreciation  purposes  are 
generally  longer  than  those  permitted  for  regular  tax  purposes.  For  taxable  years  beginning  after 
1989,  corporate  AMT  income  is  increased  by  an  amount  equal  to  75  percent  of  the  amount  by  which 
the  adjusted  current  earnings  (ACE)  of  the  corporation  exceed  AMT  income.  In  general,  ACE 
requires  additional  adjustments  to  AMT  income.  For  purposes  of  ACE,  depreciation  is  computed 
using  the  straight-line  method  over  the  class  life  of  the  property. 

For  property  placed  in  service  after  December  31,  1993,  the  President's  proposal  would 
eliminate  the  depreciation  component  of  the  adjustment  used  in  computing  ACE:  depreciation  for 
purposes  of  the  AMT  would  be  computed  using  the  120-percent  declining  balance  method  over  the 
recovery  periods  applicable  for  regular  tax  purposes.  The  amendment  would  not  apply  to  property 
eligible  only  for  the  straight-line  method  for  regular  tax  purposes  (i.e. ,  residential  and  nonresidential 
property). 

2.  TEI  Position.  In  our  view,  the  AMT  provisions  of  the  Code  stand  as  an  admission 
of  the  tax  law's  failure.  The  AMT  takes  away  with  one  hand  the  tax  treatment  given  by  the  other 
hand,  and  in  the  process,  it  unduly  burdens  taxpayers.  For  example,  the  AMT  regime  requires 
taxpayers  to  make  three  separate  computations  to  determine  regular  taxable  income  and  AMT 
income.  Our  preference  —  from  both  a  tax  administration  and  tax  policy  perspeaive  —  would  be 
to  repeal  the  AMT.  Recognizing  that  such  a  change  is  unlikely  to  occur,  however,  we  welcome  the 
Administration's  modest  step  toward  simplification  of  the  system. 


This  percentage  could  be  adjusted  to  ensure  that  the  rules  are  noc  manipulated  to  the  govenunent's  detriment. 
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The  AMT  treatment  of  depreciation  is  clearly  a  source  of  considerable  complexity  in  the 
Code.  Rather  than  recognizing  that  the  mere  existence  of  two  separate  and  distinct  federal  taxing 
schemes  breeds  inordinate  complexity,  however,  the  President's  proposal  sets  forth  a  partial  solution 
that  would  apply  only  in  calculating  the  AMT/ ACE  rules  for  newty  acquired  property.  It  regretfully 
ignores  the  requirement  that  taxpayers  comply  with  the  ACE  requirements  beginning  in  1990  and 
the  fact  that,  even  under  the  proposal,  they  would  continue  to  "track"  the  various  depreciation 
regimes  for  assets  acquired  before  the  effective  date  of  the  simpler  method  (with  some  assets  having 
depreciable  lives  of  40  years  or  longer).  Indeed,  for  some  taxpayers  the  provision  may  actually 
increase  their  burden  by  forcing  them  to  maintain  one  more  depreciation  system  for  property  placed 
in  service  before  1994.   We  urge  the  Committee  to  address  this  problem. 

TEI  applauds  the  concept  of  computing  AMT  depreciation  only  once  and  recommends  that 
taxpayers  be  accorded  an  election  to  apply  the  simplified  method  retroactively  for  all  years  to  which 
ACE  applies. 


Permanent  Extension  of  Employer-Provided  Educational 
Assistance,  Targeted  Jobs  Tax  Credit,  and  the  Research  Tax  Credit 

1 .  President's  Proposal.  Section  127  of  the  Code  excludes  from  taxation  the  value  of 
certain  employer-provided  educational  assistance.  Since  its  enactment  in  1978,  section  127's 
exclusion  has  expired  and  been  extended  six  times  (five  times  retroactively).  The  provision  expired 
on  June  30,  1992.  The  President's  proposal  would  make  the  exclusion  permanent,  retroactive  to  July 
1,  1992. 

The  President's  proposal  would  also  permanently  extend  the  targeted  Jobs  credit  under  section 
51  of  the  Code.  This  statute  has  been  extended  four  times  since  its  enactment  in  1976  and  expired 
on  June  30,  1992.  The  President's  proposal  would  retroactively  reinstate  the  credit  for  individuals 
who  begin  work  for  the  employer  after  that  date. 

Finally,  the  Administration  proposes  to  permanently  extend  the  research  tax  credit  under 
section  41  of  the  Code.  This  provision  was  originally  enacted  in  1981  and  has  been  extended  five 
times;  it  expired  on  June  30,  1992.  Under  the  proposal,  the  credit  would  apply  to  expenditures 
incurred  on  or  after  June  30,  1992. 

2.  TEI  Position.  TEI  believes  the  President's  proposal  to  make  these  three  incentives 
permanent  represents  a  very  positive  step.  Permanence  would  enhance  the  incentive  effect  of  the 
educational  assistance,  targeted  jobs,  and  research  tax  credit  provisions  of  the  Code  and,  taken 
together,  would  further  the  goal  of  tax  system  stability.  Indeed,  we  believe  that  the  uncertainty  and 
confusion  caused  by  the  repeated  "sunsetting"  of  the  provisions  since  their  original  enactment  greatly 
diminished  their  incentive  effect.  The  on-again,  off-again  nature  of  the  provisions  also  imposed 
substantial  administrative  burdens  on  taxpayers.  For  example,  with  resfiect  to  employer-provided 
educational  assistance,  employers  have  been  required  to  design  and  implement  programs  to  tax  and 
withhold  the  value  of  such  assistance,  only  to  modify  (or  undo  completely)  those  programs  on  an 
after-the-fact  basis. 

Employees,  too,  have  been  subject  to  confusion  and  hardship  from  the  see-sawing  effect  of 
extensions  and  retroartive  legislation.  Employer  educational  assistance  and  the  targeted  jobs  credit 
provide  job  opportunities  and  advancement  for  lower-paid  and  unskilled  workers.  By  making 
sections  127  and  51  permanent,  the  administrative  confusion  for  employers  and  the  financial  burden 
for  employees  could  be  ameliorated. 

With  respect  to  the  research  tax  credit,  corporations  generally  plan  for  research  and 
development  projects  years  in  advance.  The  repeated,  short-term  reenactment  of  the  tax  credit 
cannot  help  but  engender  uncertainty  and  impede  the  incentive  effect  of  the  R&D  provision.  A 
permanent  extension  would  reduce  complexity  and  permit  taxpayers  to  effectively  plan  their  research 
activities,  thereby  furthering  the  legislative  intent  underlying  the  credit. 

TEI  therefore  supports  the  permanent  extension  of  the  educational-assistance  exclusion, 
the  targeted  jobs  credit,  and  the  research  tax  credit. 
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Allocation  of  Research  and  Experimentation  Expenses 

1.  President's  Proposal.  Treas.  Reg.  §  1.861-8(e)(3)  generally  provides  that  research 
and  experimentation  (R&E)  expenses  may  be  allocated  to  domestic  and  foreign  source  income  based 
on  either  the  taxpayer's  relative  amounts  of  domestic  and  foreign  source  gross  income  or  the 
taxpayer's  relative  gross  sales  receipts  from  domestic  or  foreign  sources.  If  the  sales  method  is  used, 
the  taxpayer  must  first  allocate  30  percent  of  its  R&E  expense  to  gross  income  from  the  location 
where  most  of  its  R&E  activity  is  conducted.  Since  1981,  the  regulation  has  been  modified  eight 
times  by  temporary  legislation.  The  most  recent  statutory  rule  permits  the  taxpayer  to  allocate  64- 
percent  of  U.S. -based  R&E  expense  to  domestic  source  income  and  64-percent  of  foreign-based  R&E 
expense  to  foreign  source  income.  The  statutory  rule  expired  on  June  30,  1992,  but  a  Treasury 
announcement  permits  the  taxpayer  to  continue  using  the  64-percent  allocation  rule  until  the  end  of 
1993. 

The  President's  proposal  would  allocate  100  percent  of  the  R&E  expense  to  the  place  of 
performance  of  the  R&E.  The  proposal  would  apply  to  taxable  years  beginning  after  December  31, 
1993. 

2.  TEl  Position.  TEI  agrees  that  a  permanent  solution  to  the  allocation  of  R&E  expense 
is  warranted.  The  on-again,  off-again  effect  of  the  frequent  statutory  modifications  has  been 
counterproductive  to  fostering  U.S. -based  research.  As  the  summary  of  the  President's  proposal 
states,  "A  direct  allocation  of  United  States-based  R&E  expenses  to  domestic  source  income 
encourages  taxpayers  to  conduct  R&E  in  the  United  States."  The  allocation  rules  under  the  Treasury 
regulations  represent  a  clear  disincentive  to  the  performance  of  R&E  activities  in  the  United  States. 
It  is  time  for  Congress  to  simplify  the  R&E  allocation  rules  and  make  them  permanent.  Simplicity 
and  permanence  would  reduce  the  compliance  costs  associated  with  the  complex,  changing  rules. 
We  believe  that  the  President's  proposal  would  accomplish  these  goals. 

TEI  therefore  recommends  adoption  of  the  rule  to  allocate  R&E  expenses  to  the  place  of 
performance. 


Treatment  of  Royalties  as  Passive  Income  for  Foreign  Tax  Credit  Purposes 

1 .  President's  Proposal.  To  ensure  that  the  foreign  tax  credit  offsets  only  the  U.S.  tax 
on  the  taxpayer's  foreign  source  income,  section  904  of  the  Code  prescribes  a  statutory  limitation 
formula.  This  foreign  tax  credit  (FTC)  limitation  is  calculated  separately  for  certain  categories  — 
or  "baskets"  —  of  income,  including  passive  income.  Passive  income  generally  includes  rents, 
royalties,  interest,  and  other  types  of  income  defined  in  section  954(c)  of  the  Code  (generally 
referred  to  as  "foreign  personal  holding  company  income").  There  are  two  exceptions  for  royalty 
income:  (i)  certain  royalties  received  from  foreign  affiliates  are  categorized  on  a  "look-through" 
basis  that  often  results  in  the  royalties  being  treated  as  general  limitation  income;  and  (ii)  royalties 
received  from  an  unrelated  party  in  the  active  conduct  of  a  trade  or  business  are  excluded  from  the 
passive  basket. 

The  President's  proposal  would  provide  for  the  treatment  of  all  foreign  source  royalty  income 
as  income  in  the  separate  basket  for  passive  income.  The  summary  of  the  President's  proposal  states 
that  the  provision  is  necessary  to  remove  the  preference  for  foreign  licensing  of  intangibles.  The 
summary  also  states  that  "[p]lacement  of  royalties  in  the  passive  category  would  generally  eliminate 
existing  opportunities  for  cross-crediting  of  high  foreign  taxes  paid  on  other  business  income  against 
low-taxed  royalty  income."  The  provision  would  apply  to  taxable  years  beginning  after  December 
31,  1993. 

2.  TEI  Position.  In  1986,  Congress  greatly  expanded  the  categories  of  income  that  must 
be  segregated  into  FTC  "baskets."  To  prevent  taxpayers  from  avoiding  these  limitations,  it  also 
expanded  the  types  of  income  subject  to  section  904(d)(3),  which  prescribes  "look-through"  rules  to 
preserve  the  character  of  income  when  it  is  earned  through  related  parties."  In  enacting  the  1986 
amendments.  Congress  concluded  that  the  overall  limitation  was  consistent  with  the  integrated  nature 
of  U.S.  multinational  operations  and  that  the  averaging  of  foreign  tax  rates  generally  should  be 
allowed.    It  recognized,  however,  that  cross-crediting  should  not  be  allowed  when  it  would  distort 


"       From  1984  (when  section  904(d)(3)  was  enacted)  to  1986.  a  limited  "look -through"  rule  applied  to  dividends, 
Subpait  F  income,  and  mterest. 
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the  purpose  of  the  FTC  limitation.'^  It  provided  a  separate  FTC  basket  for  passive  income  because 
of  its  concern  that  passive  investments  can  often  be  quickly  shifted  or  easily  made  in  low  or  no  tax 
jurisdictions.'^ 

TEI  submits  that  allocating  royalties  from  a  related  party  to  the  passive  basket  would 
undermine  the  policy  decisions  made  when  the  1986  Act  was  enacted.  Moreover,  the  proposal  would 
actually  serve  as  a  disincentive  to  companies  to  repatriate  their  earnings  and  would  exacerbate  double 
taxation  by  creating  excess  FTCs  that  may  never  be  offset  against  U.S.  income. 

The  look-through  rules  embodied  in  section  904(d)(3)  recognize  that  royalties  received  from 
a  related  party  should  retain  the  character  of  income  out  of  which  the  royalty  was  paid.  Interest, 
rents,  and  royalties  received  from  a  related  party  are  all  payments  of  the  earnings  of  a  foreign 
affiliate.  Realization  that  the  "form"  of  the  repatriation  should  not  lead  to  a  different  characterization 
under  the  FTC  rules  led  the  American  Law  Institute  to  conclude  in  1986  that  royalties  passing  from 
one  member  of  an  affiliated  group  to  another  have  the  same  character  and  should  be  treated  as  non- 
passive  income,  unless  the  underlying  income  of  the  related  party  is  passive.  In  such  circumstances, 
the  royalty  is  just  one  part  of  an  integrated  enterprise." 

In  enacting  the  expanded  look-through  rules  in  1986,  Congress  also  recognized  that  interest, 
rents,  and  royalties  often  serve  as  alternatives  to  dividends  as  a  means  of  removing  earnings  from 
a  foreign  affiliate.  Congress  determined  that  such  income  should  be  treated  at  least  as  favorably  as 
dividends  eligible  for  the  deemed  paid  credit  so  that  payment  of  the  former  would  not  be 
discouraged,  stating  that  because  interest,  rents,  and  royalty  payments  are  generally  deductible  in 
foreign  countries  (while  dividends  are  not),  they  "reduce  foreign  taxes  of  U.S. -owned  foreign 
corporations  more  than  dividend  payments  do.*" 

The  Administration  argues  that  treating  all  foreign  source  royalty  income  as  passive  would 
eliminate  the  tax  preference  for  licensing  intangibles  to  a  foreign  person  for  use  in  produaion 
activities  abroad.  This  argument,  however,  ignores  the  manner  in  which  companies  conduct 
business.  For  economic,  non-tax  business  reasons,  many  businesses  must  produce  their  products 
close  to  the  place  of  sale.  A  manufacturer  of  processed  foods,  for  example,  will  license  his  patent 
on  the  products  to  an  overseas  subsidiary  to  preserve  freshness,  to  adapt  to  local  market  conditions, 
or  to  avoid  the  high  cost  of  shipping  those  products  for  sale  into  that  region.  Forcing  such  a 
company  to  make  an  uneconomic  —  and  uncompetitive  —  decision  to  avoid  the  receipt  of  passive 
basket  income  would  be  counterproductive.  Moreover,  treating  all  royalty  income  as  passive  might 
cause  companies  to  locate  their  R&D  activities  abroad,  thereby  frustrating  the  policy  underlying  the 
President's  proposal  concerning  the  allocation  of  R&D  expenditures. 

The  Administration  also  argues  that  the  provision  is  necessary  to  prevent  the  cross-crediting 
of  high-taxed  income  with  low-taxed  royalties.  Again,  this  argument  ignores  the  fact  that 
multinational  corporations  generally  conduct  their  business  on  a  worldwide  basis.  In  1977,  a  task 
force  chaired  by  Congressman  Rostenkowski  concluded  that  the  averaging  of  foreign  taxes  was 
frequently  appropriate,  explaining  — 

Many  businesses  do  not  have  separate  operations  in  each  foreign 
country  but  have  an  integrated  structure  that  covers  an  entire  region 


'~   Staff  of  the  Joint  Committee  on  Taxation,  General  Explanation  of  the  Tax  Reform  Aa  of  1986,  99th  Cong. ,  2d 
Seu.  862  (1987)  (hereinafter  cited  as  the  '  I9S6  General  Explanation'). 


"  American  Law  Institute,  Inlemational  Aspects  of  United  Slates  Income  Taxation  247  (May  14,  1986)  (hereinafter 
cited  a*  the  'AU  Report'). 

"  H.R.  No.  99^26.  99th  Cong.,  1st  Sess.  341  (1985)  (hereinafter  cited  as  the  'House  Report').  See  also  1986 
General  Explanation  at  866.  Moreover,  Congress  concluded  thai  the  look -through  rule  for  royalties  reduces  the  disparity 
between  the  tax  treatment  of  branches  and  subsidiaries: 

Look-through  rales  reduce  disparities  that  might  otherwise  occur  between  the  amount 
of  income  subject  to  a  particular  limitation  when  a  taxpayer  earru  iiKome  abroad 
directly  (as  through  a  foreign  branch)  and  the  amount  of  income  subject  to  a 
particular  limitation  when  a  taxpayer  earns  income  abroad  through  a  controlled 
foreign  corporation. 

1986  General  Explanation  at  866. 
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(such  as  Western  Europe).  In  these  instances  a  good  case  can  be 
made  for  allowing  the  taxes  paid  to  the  various  countries  within  the 
region  to  be  added  together  for  purposes  of  the  tax  credit 
limitation." 

Although  Congress  has  rejected  the  enactment  of  one  overall  FTC  limitation,  it  has  generally 
restricted  the  separate  FTC  limitations  to  classes  of  income  that  were  "movable.""  Because  the 
source  of  royalty  income  depends  upon  the  country  in  which  the  use  of  (or  right  to  use)  the 
intangible  arises,  the  source  is  not  "movable"  in  the  same  sense  that  other  income  may  be." 

In  the  1986  Act,  Congress  actively  sought  to  encourage  the  payment  of  royalties  because  it 
believed  that  such  payments  acted  to  preserve  the  U.S.  tax  base.  As  the  House  Ways  and  Means 
Committee  determined  — 

Under  the  foreign  tax  credit  system,  the  payment  of  interest  and 
royalties  by  controlled  foreign  corporations  and  other  related  foreign 
corporations  whose  dividends  carry  a  deemed-paid  credit  may, 
therefore,  reserve  for  the  United  States  more  of  the  pre-credit  U.S. 
tax  on  these  U.S. -owned  corporations'  foreign  earnings  than  the 
payment  of  dividends." 

Congress  should  not  now  unravel  that  determination  by  treating  all  royalties  as  passive  income.^ 


TEI  therefore  recommends  that  royalties  should  not  be  treated  as  passive  income  for 
purposes  of  the  foreign  tax  credit  limitation. 


Current  Taxation  of  Certain  Earnings  of  Controlled  Foreign  Corporations 

1.  President's  Proposal.   The  United  States  generally  does  not  tax  the  foreign  income 

of  foreign  subsidiaries  of  U.S.  corporations  when  earned.  Rather,  the  tax  on  foreign  income  is 
"deferred"  until  the  income  is  repatriated  through  the  payment  of  dividends  to  the  parent  corporation. 
There  are,  however,  several  exceptions  to  the  deferral  rule.  Under  Subpart  F  of  the  Code,  certain 
types  of  income  received  by  controlled  foreign  corporations  (CFCs)  are  currently  taxed  as  a 
constructive  dividend  to  U.S.  shareholders.  Subpart  F  income  is  generally  income  that  is  considered 
"movable"  from  one  taxing  Jurisdiction  to  another  and  that  is  subject  to  low  rates  of  tax. 

The  passive  foreign  investment  company  (PFIC)  rules  overlap  with  the  Subpart  F  rules  to  tax 
active  overseas  business  operations.  The  PFIC  rules  were  enacted  in  1986  to  remove  the  economic 
benefit  of  tax  deferral  and  the  ability  to  convert  ordinary  income  into  capital  gain  which  was 
available  to  U.S.  investors  in  foreign  investment  funds.  Unfortunately,  the  definition  of  a  PFIC  is 
so  broad  it  has  resulted  in  the  classification  of  many  corporations  with  active  businesses  (and 
substantial  passive  income  or  assets)  as  PFlCs  —  even  in  situations  where  the  foreign  corporation 
is  subject  to  high  rates  of  tax. 

The  President's  proposal  would  require  10-percent  U.S.  shareholders  of  certain  CFCs  to 
include  in  income  currently  their  pro  rata  shares  of  a  specified  portion  of  the  CFCs  current  and 


"  House  Comminee  on  Ways  and  Means,  Recommendations  of  the  Task  Force  on  Foreign  Source  Income,  95lh 
Cong..  IsJ  Sess.  35  (March  1977). 

"    See  House  Report  at  333. 

"  AU  Report  at  342. 

"   House  Report  at  341 . 

™  With  respect  to  royalties  from  unrelated  parties,  the  ALI  Report  concludes  that  for  self.<leveloped  intangibles, 
licetising  'can  be  said  to  be  merely  one  of  the  many  techniques  for  realizmg  a  return  on  the  resulting  asset  and  should 
not  be  differentiated  from  the  use  of  the  property  by.  for  example,  a  foreign  subsidiary  that  utilizes  the  property  m 
carrymg  on  its  own  busmess.'  AU  Report  at  342.  Again,  because  the  source  of  the  royalty  is  not  "movable,*  the  ALI 
Report  concludes  that  the  royalties  should  be  left  m  the  general  limitation  basket.  Id.  We  submit  that  royalties  received 
in  the  active  conduct  of  a  trade  or  business  should  not  be  relegated  to  the  passive  limitation  basket. 
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accumulated  earnings.  The  proposal  would  apply  to  a  CFC  —  including  a  CFC  that  is  a  PFIC  — 
holding  passive  assets  that  represent  25  percent  or  more  of  the  value  of  the  CFC's  total  assets.  The 
portion  of  current  and  accumulated  earnings  subject  to  inclusion  ("includible  earnings")  would  be  the 
lesser  of  (i)  total  current  and  accumulated  earnings  and  profits,  or  (ii)  the  amount  by  which  the  value 
of  the  CFC's  passive  assets  exceed  25  percent  of  the  value  of  its  total  assets.  The  proposal  would 
generally  be  effective  for  taxable  years  beginning  after  December  31,  1993.  The  proposal  would 
provide  for  a  phase-in  of  the  amount  subject  to  current  inclusion  over  a  five-year  period. 

2.  TEI  Position.   TEI  strongly  objects  to  the  proposal  to  tax  in  advance  of  repatriation 

to  the  United  States  certain  accumulations  of  foreign  earnings  deemed  to  be  "excessive. "  As  a  policy 
matter,  the  Institute  disputes  the  need  to  overlay  another  type  of  regime  on  top  of  Subpart  F.  The 
PFIC  provisions  —  which  themselves  are  a  prime  example  of  legislative  overkill  —  were  enacted  to 
prevent  the  very  situation  that  the  Administration  now  seeks  to  address:  to  eliminate  deferral  on 
passive  assets.  We  submit  that  the  last  thing  the  tax  system  needs  is  another  regime  that,  in  terms 
of  tax  policy,  is  wholly  redundant.  In  terms  of  administration,  the  President's  proposal  is 
tremendously  complicated.  It  would  add  needless  complexity  to  an  already  complex  area  and  reduce 
the  ability  of  U.S.  multinationals  to  compete  abroad.  Moreover,  we  question  whether  the  proposal 
would  encourage  companies  tc  invest  in  facilities  in  the  United  States  since  corporations  investing 
overseas  generally  tend  to  "plow  back"  the  resulting  profits  in  the  business  of  that  foreign  affiliate. 
In  reality,  the  provision  could  perversely  act  as  an  inducement  to  invest  in  active  manufacturing 
facilities  abroad  to  reduce  a  company's  passive  assets. 

Finally,  TEI  objects  to  the  provision  to  the  extent  that  it  would  tax  retained  earnings  and 
assets  of  foreign  subsidiaries  from  prior  years.  Such  retroactive  application  of  the  tax  laws  would 
be  unwarranted  and  —  quite  frankly  —  inequitable.  The  retroactive  effective  date  would  also  be 
unprecedented;  when  similar  provisions  (such  as  section  956's  investment-in-U.S. -property  regime) 
were  enacted,  the  statute  applied  prospectively  to  future  investments. 

TEI  therefore  opposes  the  repeal  of  deferral  for  "excessive"  earnings  of  controlled  foreign 
corporations. 


Transfer  Pricing  Initiative 

1.  Presidera's  Proposal.  Section  6662  of  the  Code  imposes  a  penalty  of  20  percent  of 
the  amount  of  any  understatement  of  tax  attributable  to  "substantial  valuation  misstatements. "  Under 
section  6662(e),  the  penalty  is  imposed  either  (i)  when  the  transfer  price  adjustments  in  any  one 
taxable  year  exceed  $10  million,  or  (ii)  when  the  transfer  price  or  adjusted  basis  for  property  or 
services  exceeds  200  percent  or  more  (or  is  50  percent  or  less)  of  the  amount  ultimately  determined 
to  be  the  "correct"  transfer  price.  This  so-called  section  482  penalty  is  increased  to  40  percent  of 
the  understatement  if  there  is  a  "gross  valuation  misstatement,"  which  is  defined  as  adjustments 
exceeding  $20  million,  or  400  percent  or  more  (or  25  percent  or  less)  of  the  "correct"  transfer  price. 
Under  section  6664(c),  the  penalty  does  not  apply  to  any  portion  of  the  understatement  if  the 
taxpayer  has  reasonable  cause  for  the  position  taken  and  acted  in  good  faith  with  respect  to  that 
position. 

The  President's  proposal  would  amend  section  6662(e)  to  provide  that  the  reasonable  cause 
and  good  faith  exception  will  be  satisfied  only  if  the  taxpayer  provides  contemporaneous 
documentation  demonstrating  the  application  of  one  or  more  reasonable  transfer  pricing 
methodologies  to  the  taxpayer's  controlled  transaaions.  In  order  for  the  application  of  the  transfer 
pricing  methodologies  to  be  reasonable,  any  procedural  or  other  requirements  imposed  by  regulation 
must  be  observed  and  documented.  In  addition,  methods  other  than  those  specifically  prescribed  in 
the  regulations  may  be  reasonable  if  the  taxpayer  establishes  that,  at  the  time  of  the  transaction,  the 
prescribed  methods  will  not  be  likely  to  lead  to  an  arm's-length  result  and  that  the  so-called  fourth 
method  actually  applied  was  likely  to  lead  to  such  a  result.  The  provision  would  be  effective  for 
taxable  years  beginning  after  December  31,  1993. 

2.  TEI  Position.  The  President's  proposal  essentially  codifies  the  reasonable  cause  and 
good  faith  exception  set  forth  in  the  recently  proposed  section  6662  regulations  (which  require 
contemporaneous  documentation  to  escape  the  section  482  penalty).  Although  the  Institute  generally 
supports  the  codification  of  a  specific  reasonable  cause  exception,  we  believe  significant  questions 
remain  about  the  proposed  standard,  especially  to  the  extent  it  becomes  the  exclusive  means  of 
escaping  the  section  482  penalty. 
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Penalties  are  generally  intended  to  encourage  compliant  behavior  and  to  punish  taxpayer 
misconduct.  (Their  purpose  should  never  be  to  raise  revenue.)  To  be  effective  in  deterring  culpable 
behavior,  the  penalty  must  warn  taxpayers  in  advance  that  they  will  be  held  to  a  certain  standard  of 
conduct.  We  submit  that  in  areas  where  reasonable  parties  may  differ,  the  mechanical  assertion  of 
penalties  is  simply  wrong. 

The  determination  of  the  "correct"  transfer  price  between  related  parties  is  an  inherently 
factual,  complex  undertaking.  Recent  court  cases  demonstrate  that  highly  trained  economic  experts 
may  substantially  disagree  on  the  proper  pricing  method  in  a  particular  factual  sening.  The  recently 
proposed  section  482  regulations  themselves  acknowledge  that  there  is  rarely  any  single,  unassailable 
"right"  answer.^'  In  these  circumstances,  the  section  482  penalty  should  not  be  routinely  applied; 
rather,  it  should  be  limited  to  instances  of  truly  culpable  behavior. 

TEI  submits  that  the  reasonable  cause  exception  should  encompass  safe  harbors  or 
presumptions  of  good-faith  conduct.  We  recommend  that  the  contemporaneous  documentation 
requirement  in  the  President's  proposal  be  recast  as  a  safe  harbor  from  assertion  of  the  penalty.  In 
other  words,  a  taxpayer  should  be  entitled  to  a  presumption  of  reasonable  cause  and  good  faith  where 
it  can  show  that  it  has  adopted  a  business  policy  designed  to  establish  arm's-length  prices  between 
related  parties,  produces  contemporaneous  documentation  showing  how  the  transfer  price  was  set, 
and  verifies  that  the  business  policy  was  in  fact  followed.  Such  a  provision  would  serve  two 
purposes:  (i)  it  would  mitigate  the  severe  underpayment  penalty  that  may  result  from  second- 
guessing  a  taxpayer's  analysis  and  interpretation  of  complex  factual  data;  and  (ii)  it  would  clarify  the 
defmition  of  "contemporaneous  documentation"  (which  is  undefmed  in  both  the  President's  proposals 
and  the  section  482  penalty  regulations)." 

Having  contemporaneous  documentation  of  transfer  prices,  however,  cannot  and  should  not 
be  the  sole  means  of  satisfying  the  reasonable  cause  exception.  Other  safe  harbors  should  be 
available.  For  example,  if  a  taxpayer's  pricing  methodology  has  been  continuously  reviewed  by  the 
IRS  for  a  certain  number  of  years  and  found  acceptable,  reasonable  cause  and  good  faith  should  be 
deemed  to  exist.  The  reasonable  cause  and  good  faith  standard  should  also  be  deemed  satisfied  for 
the  amount  of  any  timely,  voluntary,  self-assessed  adjustment.  Thus,  where  a  taxpayer  voluntarily 
self-assesses  a  net  section  482  adjustment  by  filing  an  amended  return,  brings  the  adjustment  to  the 
attention  of  an  IRS  agent  during  an  audit,  or  otherwise  corrects  an  error  through  its  normal 
accounting  procedures,  no  penalty  should  be  assessed.  TEI  believes  that  self-assessment  upon  the 
discovery  of  an  error  is  evidence  of  good  faith  compliance  that  should  negate  any  otherwise 
applicable  section  482  penalty." 

TEI  also  believes  that  taxpayers  who  wish  to  use  the  so-called  fourth  method  for  establishing 
transfer  prices  should  not  be  required  to  prove  the  inapplicability  of  the  other  prescribed  methods 
in  order  to  avoid  the  section  482  penalty.  Establishing  the  inapplicability  of  a  pricing  method 
effectively  requires  the  taxpayer  to  prove  a  negative  —  that  no  other  pricing  methodology  produces 
an  arm's-length  price  —  and  creates  the  presumption  that  the  use  of  an  "other"  method  is  inherently 
wrong.    This  is  a  difficult  —  if  not  impossible  —  burden  to  meet. 

In  sum,  TEI  recommends  that  the  President's  proposal  be  revised  to  cenUfy  a 
"contemporaneous  documentation  "  standard  as  a  safe  harbor  —  Le..  as  one  means  of  satisfying 
the  reasonable  cause  and  good  faith  exception  of  section  6662(e).  In  addition,  the  proposal  should 
be  revised  to  eliminate  the  requirement  that  a  taxpayer  disprove  the  applicability  of  the  other 
prescribed  methods  to  establish  reasonable  cause. 


■'    See  Prop.  Reg.  }  1 .482-IT(d)(2)  (permittiog  a  range  of  arm's-length  prices  to  be  used  under  all  methodologiei). 

-  The  lack  of  a  definition  for  'contemporaneous  documentation'  causes  considerable  adnunistrative  problems. 
What,  for  example,  will  be  considered  'contemporaneous*?  Must  taxpayers  have  the  documents  'm  hand'  m  order  to 
rely  upon  them?  Will  it  be  sufficient  for  the  foreign  affiliate  to  certify  thai  the  documents  exist?  What  is  the  effect  of 
documents  that  come  into  existence  after  the  return  is  filed,  but  support  the  use  of  the  methodology?  Will  they  be 
ignored?  The  term  clearly  needs  to  be  clarified,  especially  if  it  becomes  the  sole  means  of  avoiding  the  section  482 
penalty. 

"  TEI  continues  to  believe  thai  sound  policy  requires  the  enactment  of  »  de  minimis  rule,  based  on  a  percentage  of 
total  intercompany  sales.  Thus,  where  the  total  net  section  482  adjustments  are  insubstantial  (say,  10  percent)  m  relation 
to  the  value  of  the  taxpayer's  total  gross  mtercompany  transactions  subject  to  scrutiny  under  section  482,  a  penalty  should 
not  be  asserted.  We  submit  that  such  a  rule  is  necessary  m  light  of  the  size  and  multitude  of  intercompany  transactions 
that  must  be  monitored  by  large  corporations. 
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Earnings  Stripping  Rules 

1.  President's  Proposal.  Section  163(j)  was  added  to  the  Code  in  1989  to  prevent  the 
possible  erosion  of  the  U.S.  tax  base  by  the  use  of  excessive  deductions  for  interest  paid  by  a  taxable 
corporation  to  a  tax-exempt  related  party.  In  enacting  the  earnings  stripping  provision.  Congress  was 
primarily  concerned  with  the  thin  capitalization  of  corporations.  The  current  provision  limits  the 
U.S.  interest  deduction  when  (i)  a  corporation's  debt-to-equity  ratio  exceeds  1 .5  to  1 ;  (ii)  the  interest 
is  paid  to  a  related  party  who  is  exempt  from  U.S.  taxation;  and  (iii)  the  corporation  has  "excess 
interest  expense,"  i.e. ,  its  net  interest  expense  exceeds  SO  percent  of  its  adjusted  taxable  income  plus 
the  excess  limitation  carryforward. 

The  President's  proposal  would  provide  that  any  loan  from  an  unrelated  lender  that  is 
guaranteed  by  a  related  party  would  be  treated  as  related  party  debt  for  purposes  of  the  earnings 
stripping  rule.  Except  as  provided  by  regulations,  a  guarantee  would  be  defined  to  include  any 
arrangement  under  which  a  person  directly  or  indirectly  assures  the  payment  of  another's  obligation. 
The  proposal  would  apply  to  any  interest  paid  or  accrued  in  taxable  years  commencing  after 
December  31,  1993,  without  regard  to  when  the  underlying  loan  agreement  was  executed. 

2.  TEl  Position.  TEI  submits  that  the  interest  disallowance  rule  should  apply  only  where 
the  transaction  presents  a  possibility  of  earnings  being  "stripped."  Hence,  section  1630)  only  applies 
to  interest  that  is  not  subject  to  U.S.  income  tax  on  the  payee/recipient.  If,  for  example,  a  domestic 
corporation  pays  interest  to  its  foreign  parent  that  is  subject  to  the  30-percent  withholding  tax,  section 
163(j)  is  inapplicable.  In  such  a  case,  no  earnings  have  been  "stripped"  from  the  United  States 
without  taxation  and  the  domestic  subsidiary's  interest  expense  is  properly  deductible. 

Similarly,  where  a  U.S.  subsidiary  of  a  foreign  parent  corporation  borrows  from  a  U.S.  bank 
(or  other  taxable  third-party  lender)  and  pays  interest  on  the  loan  to  the  U.S.  lender,  there  is  no 
earnings  stripping,  regardless  of  whether  such  loans  are  guaranteed  (or  otherwise  supported)  by  the 
borrower's  foreign  parent.  All  of  the  interest  paid  to  the  U.S.  lender  is  fully  subject  to  U.S.  income 
tax.  TEI  submits  that  section  163(j)  should  not  be  expanded  to  deny  an  interest  deduction  to  the 
U.S.  subsidiary  in  such  circumstances. 

In  addition,  the  President's  proposal  would  discriminate  against  U.S.  companies  that  are 
foreign  owned  vis-^-vis  their  U.S.  competitors  that  are  domestically  owned.  In  either  situation, 
indebtedness  owed  to  U.S.  lenders  may  be  guaranteed  by  the  corporate  parent.  Denying  an  interest 
deduction  to  a  foreign-owned  company  might  not  only  violate  the  anti-discrimination  clauses  of 
treaties  with  many  countries,  but  would  also  represent  bad  tax  policy. 

When  the  earnings  stripping  provision  was  enacted  in  1989,  Congress  expressed  concern  that 
the  use  of  loan  guarantees  not  be  used  to  circumvent  the  application  of  the  rule.  It  recognized, 
however,  that  loan  guarantees  were  often  given  in  the  ordinary  course  of  business: 

Some  have  argued  that  the  House  report's  discussion  of  parent- 
guaranteed  debt  would  potentially  have  made  ordinary  third-party 
financing  transactions  subject  to  the  disallowance  rule,  in  view  of  the 
common  practice  of  having  parents  guarantee  the  debt  of  their 
subsidiaries  in  order  to  reduce  the  cost  of  third-party  borrowings. 
The  conferees  intend  to  clarify  that  the  provision  is  not  to  be 
interpreted  generally  to  subject  third-party  interest  to  disallowance 
under  the  rule  whenever  such  a  guarantee  is  given  in  the  ordinary 
course." 

Tnis  rationale  remains  valid  today.  Loan  guarantees  that  are  given  in  the  ordinary  course  of  business 
should  not  be  viewed  as  a  tax-avoidance  device. 

Finally,  TEI  objects  to  the  retroactive  nature  of  the  provision.  The  proposed  expansion  of 
the  earnings  stripping  provision  would  apparently  apply  to  transactions  that  were  entered  into  before 
December  31,  1993.  Such  retroactive  application  of  the  proposal  is  inequitable  and  unwarranted. 
The  proposed  effective  date  is  especially  improper  in  light  of  the  generally  prospective  effective  date 
of  section  1630)  when  it  was  enacted. 


"    H.R.  Rep.  No.  101-386,  101st  Cong.,  1st  Sess.  566  (1989). 
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TEI  therefore  opposes  the  enhancement  of  the  earnings  stripping  provision. 


Enhancement  of  Accuracy-Related  and  Preparer  Penalties 

1.  President's  Proposal.     Under  section  6662,  a  taxpayer  may  generally  avoid  the 

accuracy -related  penalty  (for  either  substantial  understatement  of  tax  liability  or  negligence)  for  an 
underpayment  of  lax  attributable  to  a  position  taken  on  a  tax  return  if  the  position  is  not  frivolous 
and  is  adequately  disclosed.  If  the  position  is  supported  by  substantial  authority,  disclosure  is  not 
required  to  avoid  the  penalty."  Similarly,  the  income  tax  return  preparer  penalty  under  section 
6694  will  not  be  imposed  for  an  understatement  of  tax  attributable  to  a  position  taken  on  a  return  if 
the  position  is  not  frivolous  and  is  adequately  disclosed.  In  the  absence  of  disclosure,  the  penalty 
may  be  imposed  if  the  position  did  not  have  a  realistic  possibility  of  being  sustained  on  the  merits 
and  the  preparer  knew  or  reasonably  should  have  known  of  the  position.  With  respect  to  both 
penalties,  a  "frivolous"  position  is  defined  as  one  that  is  patently  improper. 

The  President's  proposal  would  substitute  a  "reasonable  basis"  standard  for  the  "not 
frivolous"  standard  in  both  the  accuracy-related  penalty  and  the  preparer  penalty.  "Reasonable  basis" 
would  be  defined  as  a  standard  that  is  significantly  higher  than  "not  patently  improper,"  thereby 
requiring  that  a  return  position  be  stronger  than  merely  arguable  or  colorable  in  order  to  avoid  the 
penalty.  As  a  result  of  the  change  in  standard,  a  taxpayer  could  avoid  a  substantial  understatement 
penalty  by  adequately  disclosing  a  return  position  only  if  the  ()osition  had  at  least  a  reasonable  basis; 
similarly,  the  penalty  for  disregarding  rules  or  regulations  would  not  be  excused  by  disclosure  unless 
the  taxpayer's  position  had  at  least  a  reasonable  basis.  Finally,  the  requirement  that  a  taxpayer 
disclose  a  position  in  order  to  avoid  the  negligence  penalty  would  not  be  necessary  because  a 
taxpayer  having  a  reasonable  basis  for  its  position  would,  by  definition,  be  treated  as  not  having  been 
negligent.  With  respect  to  preparers,  a  penalty  could  be  avoided  by  disclosure  only  where  the 
position  disclosed  had  at  least  a  reasonable  basis. 

2.  TEI  Position.   TEI  has  been  concerned  about  the  scope  and  proper  application  of  the 

accuracy-related  penalty  since  its  enactment  in  1982.  We  were  thus  pleased  to  participate  in,  and 
generally  satisfied  with  the  results  of.  Congress's  1989  reform  of  the  Code's  penalty  provisions, 
which  confirmed  that  the  goal  of  penalties  should  not  be  to  generate  revenue  but  rather  to  encourage 
compliance  by  punishing  culpable  behavior.  We  believe  Congressman  Pickle  should  be  applauded 
for  his  leadership  role  in  crafting  the  Improved  Penalty  Administration  Compliance  Tax  Act.  We 
also  believe  the  Internal  Revenue  Service  should  be  commended  for  adopting  a  more  customer- 
oriented  approach  to  penalty  administration. 

Based  on  our  long  involvement  with  the  accuracy-related  penalty  and  with  penalty 
administration  generally,  we  are  concerned  about  the  inclusion  of  the  accuracy-related  proposal  as 
a  revenue  raiser  in  the  President's  economic  package.  Nevertheless,  as  the  professional  association 
of  in-house  tax  professionals  who  subscribe  to  rigorous  Standards  of  Conduct,  TEI  supports  the 
President's  proposal  to  replace  the  "not  frivolous"  standard  with  the  "reasonable  basis"  standard. 
Taxpayers  and  the  IRS  have  experience  with  the  proposed  standard  (which  previously  governed  the 
application  of  the  negligence  penalty  without  regard  to  whether  a  position  was  adequately  disclosed), 
and  we  believe  the  adoption  of  the  standard  would  reduce  the  amount  of  "hair-splitting"  that  may 
occur  with  the  "not  frivolous"  standard.  Another  beneficial  aspect  of  the  proposal  is  its  application 
of  the  same  standard  to  both  preparers  and  taxpayers. 

Notwithstanding  TEI's  support  for  the  President's  proposal,  we  believe  Congress  must 
underscore  the  need  for  the  IRS  to  fairly  apply  the  reasonable  cause  exception  of  section  6664. 
Specifically,  in  the  proper  exercise  of  its  oversight  responsibilities,  the  Committee  should  instruct 
the  IRS  to  contlrm  mat  the  reasonable  cause  exception  can  be  met  without  requiring  the  taxpayer  to 
be  omniscient  —  to  recognize  that  not  every  error  requires  the  assertion  of  a  penalty.  In  other 
words,  they  should  distinguish,  as  Oliver  Wendell  Holmes  said  even  dogs  do,  between  someone  who 
kicks  them  and  someone  who  simply  stumbles  over  them.  A  taxpayer  should  not  be  penalized  for 
stumbling,  especially  given  the  complex  state  of  today's  tax  law.^' 


"       Id  ■dditioo,  iection  6664<c)  provides  that  u  otberwiie  applicable  penally  wUl  doc  be  imposed  if  Uie  taxpayer  can 
demoiulrate  (hat  there  was  reasonable  cause  for  the  underatateinent  of  Uu  and  that  (be  (axpayer  ac(ed  in  good  fai(h. 

"       TEI  IS  especially  concerned  about  the  applica(ion  of  (he  reasonable  cause  excepUon  to  large,  multi-divisional 
companies.  We  believe  that  the  IRS  needs  to  pve  due  weight  lo  (he  taxpayer's  effort  (o  self -assess  (he  proper  (ax  liability. 

(con(inued...) 
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For  the  foregoing  reasons,  TEI  supports  the  President's  proposal  to  amend  the  accuracy- 
related  and  preparer  penalty  provisions  and  recommends  that  the  IRS  be  instructed  to  revise  its 
regulations  to  properly  implement  the  reasonable  cause  exception  of  the  1989  penalty  reform  act. 


Service  Industry  Non-Compliance  Initiative 

1.  President's  Proposal.  Under  current  law,  payers  must  generally  file  information 
returns  with  respect  to  persons  to  whom  they  have  made  annual  payments  of  $600  or  more  in  the 
course  of  the  payer's  trade  or  business.  Treasury  regulations  generally  exempt  payments  to 
corporations  from  this  requirement.  The  President's  proposal  would  eliminate  the  exemption  in 
respect  of  payments  to  corporations. 

2.  TEl's  Position.  TEI  shares  the  Administration's  and  Congress's  concerns  about  the 
level  of  noncompliance  and  pledges  its  best  efforts  in  assisting  the  IRS  and  Congress  to  design 
initiatives  to  attack  noncompliance  without  imposing  undue  costs  on  either  compliant  taxpayers  or 
the  IRS.  In  this  regard,  we  have  over  the  last  year  held  several  meetings  with  IRS  officials  as  well 
as  with  appropriate  congressional  aides  on  the  general  issue  of  corporate  information  reporting. 

Based  on  our  analysis,  we  must  express  significant  reservations  about  the  President's 
proposal,  especially  since  it  would  be  effective  with  respect  to  all  payments  made  after  1993.  We 
submit  that  the  proposal  to  require  the  filing  of  Forms  1099  in  respect  of  service  payments  to 
corporations  would  impose  substantial  costs  and  yield  little  benefit  to  the  tax  administration  system. 
Our  concerns  —  which  could  be  either  abated  or  heightened  as  more  details  are  released  —  go  not 
only  (or  primarily)  to  the  potential  effect  of  the  proposal  on  our  members  as  payees  (recipients  of 
the  information  returns),  but  rather  to  the  tremendous  burdens  the  proposal  would  impose  on  our 
members  as  payers. 

Let  there  be  no  mistake:  the  target  of  the  Administration's  proposal  to  require  the  filing  of 
information  returns  on  payments  to  corporate  service  providers  is  not  the  large  and  medium-sized 
corporations  whose  members  belong  to  TEI.  Nearly  all  the  companies  represented  by  our 
membership  are  subject  to  continual,  or  at  least  regular,  audit  by  the  Internal  Revenue  Service;  are 
subject  to  rigorous  internal  controls  to  forestall  the  nonreporting  of  income;"'  and  have  their 
financial  statements  certified  by  independent  auditors.  The  IRS  and  the  General  Accounting  Office 
both  acknowledge  that  larger  corporations  are  extraordinarily  compliant  with  respect  to  service 
payments  and,  indeed,  other  categories  of  income.  Notwithstanding  the  high  compliance  level  of  the 
large  corporations,  the  proposal  would  "deputize"  payers  to  collect,  prepare,  and  file  information 
returns  on  payments  to  corporate  service  providers.  The  imposition  of  such  a  mandate  —  which 
would  extend  to  payments  made  by  nonprofit  organizations,  state  and  local  governments,  and  even 
the  smallest  company  —  would  spawn  significant  administrative  costs.  Payers  would  have  to  change 
their  accounts  payable  systems  (which  could  involve  both  hardware  and  software  changes),  designate 
and  train  staff  to  perform  the  data  entry  tasks,  and  absorb  the  cost  of  preparing  the  necessary  reports 
and  sending  them  both  to  payees  and  the  IRS.  For  example,  accounting  systems  in  many  (if  not 
most)  companies  do  not  distinguish  between  payments  for  services  and  other  payments;  all  that  is 
recorded  is  the  account  payable.  Under  the  Administration's  proposals,  payers  would  be  required 
to  change  their  systems  to  differentiate  between  the  two  types  of  payments.  Regrettably,  such  a  task 
is  not  as  simple  as  "flipping  a  switch." 

Given  the  Joint  Committee  on  Taxation's  revenue  estimate  for  the  proposal  —  $326  million 
(as  opposed  to  the  Administration's  $6.35  billion  estimate)  —  TEI  believes  there  is  a  strong 
possibility  that  the  cost  to  the  payer  community  would  exceed  the  revenues  flowing  to  the  Treasury. 
Obviously,  it  is  difficult  to  predict  either  the  cost  of  the  programs  or  how  much  revenue  it  would 


(...coDtioued) 
taking  iDto  account  not  only  the  complexity  of  the  rules  with  which  the  taxpayer  must  grapple,  but  also  the  operational 
constraints  under  which  the  taxpayer  operates.  In  other  words,  the  inquiry  should  focus  on  whether  the  taxpayer  establ- 
ishes reasonable  business  procedures  {i.e. ,  acceptable  internal  controls)  to  ensure  compliance  with  its  obligation  and  then 
makes  a  good  faith  effort  to  ensure  those  procedures  are  followed.  The  failure  of  a  non-tax  employee  to  abide  by  the 
company's  procedures  should  not  give  nse  to  a  penally. 


^  Publicly  held  companies  in  particular  have  no  incentive  to  underrepoit  income  for  financial  reporting  purposes. 
Moreover,  financial  controls  mandated  by  the  Securities  and  Exchange  Commission  represent  a  clear  'audit  trail"  for  IRS 
examiners  to  confirm  that  income  is  correctly  and  completely  reported. 


567 


generate  because  so  few  details  have  been  released.  Based  on  the  sketchy  information  that  has  been 
released,  more  than  one  company  has  already  estimated  that  its  costs  would  exceed  SI  million  to 
implement  the  proposed  changes  and  thai  it  would  cost  nearly  that  much  to  maintain  the  new  system 
on  an  ongoing  basis.  Whether  any  exception  —  for  example,  for  corporate  payees  whose  gross 
receipts  exceed  a  certain  threshold  or  that  are  subject  to  continual  audit  —  could  significantly  reduce 
the  burden  on  payers  remains  unclear." 

The  burdens  that  the  proposal  would  impose  on  corporate  payees  should  also  not  be 
underestimated.  Corporations  that  receive  the  Forms  1099  would  have  to  store  them,  and  the 
proposal  raises  the  specter  that  payees  might  be  compelled  to  formally  match,  or  reconcile,  the 
amounts  so  reported  to  their  books  of  account  or  their  tax  returns  —  a  process  that  the  IRS 
acknowledges  could  lead  to  countless  mismatches,  especially  where  the  payee  is  an  accrual  basis  or 
fiscal-year  taxpayer  (receiving  information  returns  prepared  on  a  cash,  calendar-year  basis).  The 
situation  is  further  complicated  where  the  payments  are  received  by  a  subsidiary  but  reported  on  the 
consolidated  renirn  filed  by  the  corporate  parent.  These  considerations  have  led  the  IRS  in  the  past 
to  oppose  a  broad-scale  information  reporting  system;  we  suggest  they  apply  with  equal  force  to  the 
"limited"  program  proposed  by  the  Administration. 

Equally  important,  there  continues  to  be  no  convincing  evidence  that  the  IRS  would  be  able 
to  process  the  millions  of  additional  pieces  of  paper  that  would  be  generated  under  the  proposal.^' 
In  this  regard,  it  is  interesting  to  note  that  one  aspect  of  the  proposal  —  an  IRS  initiative  to  assist 
payers  in  verifying  the  taxpayer  identification  number  of  payees  —  has  apparently  been  abandoned 
because  the  IRS  cannot  establish  the  program  on  schedule.  There  is  no  similar  sympathy 
demonstrated,  however,  for  the  payers  that  would  have  to  modify  their  computer  systems  and 
otherwise  get  geared  up  for  the  information  reporting  program. 

As  stated  at  the  outset,  TEI  is  committed  to  working  with  the  government  in  attacking 
noncompliance  in  respect  of  service  payments.  We  submit,  however,  that  the  burden  of  the 
compliance  initiative  should  not  be  cavalierly  Imposed  on  compliant  payers  or  on  payees  that  have 
already  demonstrated  an  extraordinarily  high  level  of  compliance. 

For  the  foregoing  reasons.  Tax  Executives  Institute  continues  to  have  strong  misgivings 
about  the  Administration 's  service  industry  non-compliance  initiative. 


Conclusion 

Mr.  Chairman.  Tax  Executives  Institute  appreciates  this  opportunity  to  present  its  views  on 
President  Clinton's  Proposals  for  Public  Investment  and  Deficit  Reduction,  and  would  be  pleased  to 
answer  any  questions  you  may  have  about  its  positions.  In  this  regard,  please  do  not  hesitate  to  call 
Robert  H.  Perlman  of  Intel  Corporation,  TEI's  President,  at  (408)  765-1202  or  Timothy  J. 
McCormally.  the  Institute's  General  Counsel  and  Director  of  Tax  Affairs,  at  (202)  638-5601. 


^'  The  Administralion's  proposal  stales  that  'some  payors  have  suggested  that  it  would  be  less  burdensoiDe  to  report 
all  payments  (for  services|.  rather  tbao  lo  except  payments  made  lo  corporate  service  providers  jas  allowed  by  current 
law)."   Based  on  the  corporate  representatives  whom  we  have  heard  from,  that  'suggestion*  represents  at  best  a  minority 


view 


"  Our  understandug  is  that  the  IRS  believes  between  20  and  25  million  additional  information  returns  would  be 
required  to  be  filed  under  the  President's  proposal.  Anecdotal  information  received  from  our  members  strongly  suggests 
that  the  IRS's  estimate  is  considerably  understated. 
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Chairman  ROSTENKOWSKI.  Mr.  Murphy,  your  entire  statement 
will  be  included  in  the  record.  You  are  all  aware,  of  course,  that 
the  President  vetoed  what  was  incorporated  in  two  earlier  bills  as 
a  tax  simplification  measure.  Are  any  of  you  opposed  to  anything 
in  the  tax  simplification  measure  that  was  introduced  that  the 
President  vetoed  on  the  last  two  occasions?  I  gather  from  most  of 
your  testimony  that  you  are  interested  in  tax  simplification. 

Mr.  O'Neill,  you  point  out  in  your  testimony  that  the  Tax  Reform 
Act  in  1986  attempted  to  reduce  economic  distortions  and  to  elimi- 
nate tax  sheltering  opportunity.  As  you  also  recognize,  the  adminis- 
tration's plan  raises  individual  tax  rates  but  leaves  the  maximum 
rate  on  capital  gains  at  28  percent,  thus  creating  a  significant  dif- 
ferential. What  effect  do  you  think  this  will  have  on  the  tax  shelter 
activity? 

Mr.  O'Neill.  With  the  other  limitations  that  have  already  been 
imposed,  including  the  passive  loss  limitations,  I  am  not  sure  that 
in  and  of  themselves  there  will  be  that  much  of  an  impact  on  what 
I  will  call  traditional  tax  shelters.  I  think  it  is  very  clear  that  with 
the  rate  spread  that  we  are  looking  at  that  complexity  will  be  re- 
introduced in  connection  with  transactions  because  people  will 
want  and  will  plan  their  affairs  and  try  to  come  within  the  lower 
capital  gains  rate.  Therefore,  to  the  extent  you  consider  the  capital 
gains  rate  as  a  shelter,  yes,  obviously  the  proposals  will  have  an 
impact  there. 

Chairman  Rostenkowski.  Mr.  Murphy. 

Mr.  Murphy.  Mr.  Chairman,  back  on  your  point  about  H.R.  13, 
TEI  did  submit  comments  and  there  were  some  areas  that  we  had 
concerns  about.  But  we  applauded  the  overall  simplification  initia- 
tive. 

On  your  question  about  tax  shelters,  TEI  has  not  weighed  in  on 
the  capital  gains  provision  or  on  the  investment  credit.  But  I  have 
to  tell  you  from  my  experience  of  10  years  as  a  district  director  in 
Iowa  and  in  Georgia,  I  spent  the  good  part  of  that  time  dealing 
with  what  we  referred  to  at  that  time  as  abusive  tax  shelters.  I 
would  only  point  out  where  you  have  the  combination  of  capital 
gains  rate  differential  with  such  things  as  the  investment  credit, 
it  certainly  should  bring  caution  back  to  those  of  you  that  are  con- 
sidering this,  as  well  as  to  the  IRS  and  the  administration. 

Mr.  O'Neill.  Mr.  Chairman,  I  would  also  like  to  go  back  to  the 
comments  about  the  simplification  bill.  I  believe  my  predecessor 
testified  before  you  on  a  couple  of  occasions  about  the  proposals 
last  year,  and  we  generally  supported  them,  but  as  Mr.  Murphy's 
comments  suggest,  there  may  have  been  a  few  particular  provisions 
that  were  of  some  concern  to  us,  so  I  don't  want  the  record  to  indi- 
cate that  we  were  wholeheartedly  in  support  of  everything  that  was 
there.  Certainly  we  support  the  vast  majority  of  the  provisions  in 
the  simplification  bilL 

Chairman  Rostenkowski.  Thank  you. 

Mr.  Murphy,  you  expressed  misgivings  about  a  number  of  the 
revenue-raising  provisions  in  President  Clinton's  budget.  Do  you 
support  the  President's  goal  with  respect  to  deficit  reduction,  and 
if  you  do,  how  would  you  make  up  the  revenue  if  you  could  remove 
the  provisions  you  dislike  but  still  meet  the  President's  deficit  re- 
duction goals? 
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Mr.  Murphy.  Mr.  Chairman,  in  my  written  testimony  we  did 
make  very  positive  statements  about  the  President's  proposals  on 
deficit  reduction.  In  the  items  that  we  commented  on  where  we  had 
serious  opposition,  I  don't  believe,  with  all  due  respect,  that  the 
dollars  involved  are  all  that  substantial,  although  with  a  million 
dollars  here,  and  a  million  dollars  there  is  still  big  money. 

As  far  as  TEI's  position  on  each  one  of  those  items,  we  had  to 
deal  more  with  tearing  away  the  cornerstones  of  the  Internal  Reve- 
nue Code.  As  far  as  having  suggestions  for  additional  revenue  rais- 
ers, I  do  not  have  any  at  this  time,  but  I  can  assure  you,  Mr.  Chair- 
man, that  our  board  of  directors  is  coming  to  Washington  this 
weekend,  and  we  will  be  discussing  in  more  depth  the  President's 
proposals,  and  we  will  be  very  pleased  to  present  to  you  our  addi- 
tional thoughts. 

Chairman  ROSTENKOWSKI.  If  you  would  like  to  share  that  with 
us,  I  would  like  to  see  it. 

Mr.  Gordon. 

Mr.  Gordon.  Mr.  Rostenkowski,  if  we  could  go  back  to  your  prior 
question  on  tax  shelters,  I  would  like  to  say  it  has  been  our  experi- 
ence that  the  environment  has  changed,  that  many  taxpayers  have 
been  burnt  by  having  invested  in  tax  shelters.  They  are  now  still 
paying  the  cost  of  having  some  of  those  shelters  turn  around.  Even 
though  there  will  be  an  incentive  between  the  difference  in  tax 
rates,  I  think  the  drive  to  go  into  tax  shelters  per  se  will  probably 
be  a  lot  less  than  it  was  in  the  1980's. 

Chairman  Rostenkowski.  Mr.  Kleczka. 

Mr.  Kleczka.  No  questions,  Mr.  Chairman. 

Chairman  ROSTENKOWSKI.  Mr.  Payne. 

Mr.  Payne.  Thank  you  very  much,  Mr.  Chairman.  I  had  a  ques- 
tion of  Mr.  Gordon  related  to  the  same  subject  having  to  do  with 
the  capital  gains  tax. 

You  mentioned  that  you  and  the  New  York  CPA's  were  in  favor 
of  the  capital  gains  tax  differential  if  it  could  be  made  as  simple 
as  possible.  Exactly  what  does  that  mean  in  terms  of  simplifica- 
tion? What  is  it  that  ought  to  be  done  to  make  that  pass  the  sim- 
plification test? 

Mr.  Gordon.  The  particular  provisions  that  we  are  referring  to 
are  the  incentive  provisions  and  talking  about  getting  capital  gains 
for  the  investment  in  small  businesses  in  particular  holding  the 
property  for  5  years,  having  a  limitation  of  |l  million  or  10  times 
your  net  investment,  and  there  were  certain  other  modifications. 
We  felt  they  were  making  too  many  provisions  in  here  which  add 
to  the  complexity,  that  they  had  a  cap  of  the  companies  only  having 
$25  million  in  equity. 

We  felt  that  was  enough  of  a  restriction  to  stop  people  from  real- 
ly abusing  the  section,  and  that  they  had  just  said  effectively  that 
you  have  held  the  property  for  5  years,  and  compute  the  excludable 
capital  gain  the  way  you  normally  would  which  is  to  take  the 
amount  you  realize  versus  your  cost  basis  and  treat  that  as  a  cap- 
ital gain.  That  would,  in  effect,  accommodate  the  President's  wish- 
es about  having  an  incentive  for  people  to  invest  in  small  busi- 
nesses, have  them  hold  for  a  period  of  time  to  keep  the  capital  in 
place  and  at  the  same  time  not  add  a  lot  of  other  complexities  to 
the  tax  laws. 
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Mr.  Gibbons.  Mr.  Payne. 

Mr.  Payne.  Thank  you.  One  other  question. 

Mr.  Podolin,  you  mentioned  the  complexity  of  the  incremental 
ITC,  and  that  it  would  be  much  better  to  have  it  direct  rather  than 
an  incremental  ITC.  If  in  fact  we  pursue  an  incremental  ITC,  what 
are  some  of  the  practical  difficulties  associated  with  making  that 
work? 

Mr.  Podolin.  If  you  pursue  an  incremental? 

Mr.  Payne.  An  incremental  ITC. 

Mr.  Podolin.  Let  me  look  at  the  proposal  and  try  to  answer  it 
that  way. 

Mr.  Payne.  In  other  words,  wouldn't  it  be  difficult  in  establishing 
the  baseline  for  all  these  proposals? 

Mr.  Podolin.  In  establishing  the  baseline,  in  identifying  the 
used  property  and  new  property,  and — let's  see,  identif3dng  the 
amounts  that  qualify,  the  types  of  assets  that  qualify,  classifying 
them  by  the  category  of  depreciation  years  that  they  qualify  for,  I 
would  have  to  look  at  it  more  closely,  but  it  is  a  whole  host  of  defi- 
nitional issues. 

Mr.  Payne.  Mr.  Gk)rdon,  did  you  have  anything  to  add. 

Mr.  GrORDON.  Yes,  Mr.  Pajnie.  In  particular,  I  would  point  out 
that  to  have  to  go  back  and  recapture  this  information  that  is  2 
years  or  4  years  old  would  be  very  difficult  for  a  lot  of  our  corpora- 
tions. The  records  would  not  be  kept  in  a  form  that  would  nec- 
essarily make  it  easy  to  extract  this  t3rpe  of  information. 

So  if  you  had  to  go  back  to  a  4-year  base  and  see  which  of  the 
qualifying  assets,  it  would  require,  again,  a  make-work  type 
project. 

We  are  also  on  record  that  imposing  such  a  system,  we  think, 
does  penalize  companies  that  were,  in  effect,  positive  about  our 
economy  and  were  willing  to  make  investment  at  a  time  when  the 
payback  was  not  seen  right  away;  and  we  think  this  should  be  en- 
couraged, not  discouraged. 

It  is  again  good  to  encourage  people  when  we  need  help  the  most. 
And  to  go  back  now  and  say  to  these  companies,  well,  you  invested, 
you  had  faith  in  the  economy,  and  now  we  feel  you  are  going  to  get 
less  benefits  than  your  competitors  who  held  back,  we  think,  is  pa- 
tently unfair. 

Mr.  Podolin.  I  would  simply  add,  if  I  may,  Mr.  Payne,  if  you 
would  look  at  our  written  testimony,  I  mentioned  in  my  oral  testi- 
mony a  few  minutes  ago  that  the  7  percent  for  the  most  typical 
user  of  the  incremental  credit  really  works  out  to  about  2  percent. 
And  I  don't  think  we  have  the  time  to  go  through  that,  but  that 
calculation  is  in  there. 

So  we  are  really  talking  about  a  great  deal  of  administrative  ef- 
fort and  cost  to  come  up  with  a  relatively  modest  benefit  to  the  typ- 
ical taxpayer. 

Mr.  Payne.  Thank  you. 

Mr.  Kleczka  [presiding].  Mr.  Hancock. 

Mr.  Hancock.  I  just  have  one  question  for  Mr.  O'Neill.  I'm  read- 
ing your  testimony — I  was  not  here  when  you  made  your  formal 
presentation — but  you  say  that  the  broadening  of  the  tax  base  has 
meant  many  people  with  significant  income  pay  a  higher  effective 
tax  rate  on  their  income  than  they  did  before  tax  reform. 
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That  is  a  little  different  from  what  we  have  been  hearing  around 
here,  that  the  so-called  rich  have  not  been  paying  their  share. 
Would  you  like  to  comment  on  that? 

Mr.  O'Neill.  I  think  the  genesis  of  that  comment  is  that  many 
taxpayers  who  planned  their  affairs  quite  legally,  through  investing 
in  tax  shelters  that  were  then  permitted  and  the  like,  had  very  low 
effective  rates.  The  1986  act,  through  the  passive  loss  limitations 
and  other  limitations,  resulted  in  taxpayers  who,  for  example,  had 
been  paying  maybe  at  a  5  or  10  percent  effective  rate  now  having 
to  pay  28  percent  or  at  least  the  AMT  rate. 

The  comment  also  addressed  the  perception  of  fairness;  and  there 
were  clearly  people  who  did  not  invest  in  shelters,  and  so  their 
rates  were  significantly  reduced.  But  there  were  a  lot  of  people  who 
quite  legitimately  had  invested  in  tax  shelters  and  had  otherwise 
taken  advantage  of  provisions  in  the  Internal  Revenue  Code  to  re- 
duce their  effective  rate  to  a  very,  very  low  amount;  that  has  now 
been  eliminated. 

Mr.  Hancock.  That  does  make  it  a  little  bit  different  from  what 
we  have  been  hearing  from  many  sources,  which  is  that  the  rich 
got  richer  and  the  poor  got  poorer. 

It  does  appear,  though,  that  the  President's  plan  and  how  it 
treats  the  capital  gains  and  also  the  investment  tax  credits  and 
also  the  personal  income  tax  rates  is  going  to  be  very  damaging  to 
small  businesses,  subchapter  S  corporations,  and  also  to  the  indi- 
vidual partnerships  and  sole  proprietorships  as  far  as  their  ability 
to  reinvest  or  to  invest  in  additional  jobs. 

Would  anybody  like  to  comment  on  that? 

Mr.  O'Neill.  I  think  the  expertise  of  the  tax  section  goes  more 
to  analyzing  technical  issues  than  these  broader  policies,  so  I  will 
beg  off  commenting  on  some  of  the  economic  implications,  sir. 

Mr.  Hancock.  Well,  the  fact  remains,  though — and  you  have  the 
people  with  the  tax  association  and  what  have  you — that  the  Presi- 
dent's proposed  plan  would  increase  the  rate  of  taxation  consider- 
ably on  subchapter  S  corporations  and  sole  proprietorships,  which 
is  where  the  jobs  will  be  created  in  the  future,  at  least  the  best  pos- 
sibilities of  job  creation. 

Have  you  been  hearing  this  from  your  association  members? 

Mr.  O'Neill.  No,  sir,  we  have  not. 

Mr.  Hancock.  Thank  you,  Mr.  Chairman. 

Mr.  Kleczka.  Mr.  Reynolds  is  recognized  for  5  minutes. 

Mr.  Reynolds.  I  don't  have  any  questions. 

Mr.  Kleczka.  Mr.  Brewster. 

Mr.  Brewster.  No,  sir. 

Mr.  Kleczka.  Mr.  Jefferson. 

Mr.  Jefferson.  Yes.  May  I  ask  a  general  question? 

I  didn't  hear  all  the  testimony.  I  have  tried  to  take  a  quick  sur- 
vey of  it,  and  I  did  listen  to  you,  Mr.  Murphy;  I  was  here  for  your 
comments.  You  talked  a  lot  about  the  complexity  that  would  be  in- 
troduced by  the  acceptance  by  this  committee  and  ultimately  by  the 
Congress  of  certain  provisions  that  are  proposed  in  the  President's 
plan,  but  you  did  not  talk  about  another  feature  that  he  is  trying 
to  reach  and  that  is  the  idea  of  fairness  in  the  system. 

I  suppose  this  business  about  disallowing  deductions  for  the  mil- 
lionaires, and  increases  in  corporate  taxes  and  such-and-such  at 
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the  higher  levels  is  all  about  trying  to  at  least  have  people  feel 
there  is  an  element  of  fairness  in  the  plan,  so  that  everyone  is 
touched  and  so  that  some  of  what  some  people  think  were 
unfairnesses,  inequities,  if  you  will,  have  been  addressed. 

If  they  are  to  be  addressed  in  the  way  the  President  talks  about, 
can  you  discuss  how  this  issue  of  fairness  might  be  dealt  with,  as- 
suming you  think  it  is  an  issue? 

Mr.  Murphy.  Well,  Mr.  Jefferson,  I  certainly  agree  that  fairness 
is  an  issue,  and  you  can  come  to  the  issue  from  many  different  per- 
spectives. My  remarks  were  aimed  more  at  the  reaction  of  the  cor- 
porate community.  The  first  example  that  comes  to  my  mind  on 
fairness  is  the  proposal  by  the  President  that  individuals  with 
higher  incomes  pay  more  tax. 

I  think  the  proposal  to 

Mr.  Jefferson.  You  would  support  the  individual  income  tax  in- 
creases. 

Mr.  Murphy.  To  me,  the  increase  in  individual  income  tax  rates, 
in  addition  to  raising  the  revenue,  is  an  indication  by  the  President 
that  he  is  trying  to  establish  a  higher  level  of  fairness  in  the  tax 
system — that  those  that  make  more  should  pay  more. 

In  the  corporate  community,  though,  Mr.  Jefferson,  fairness 
means  much  more  than  the  tax  rate.  When  business  is  set  up,  if 
you  are  going  to  earn  income,  it  has  always  been  the  case  that  any 
expenses  related  to  that  income  should  be  deducted  in  arriving  at 
your  base  for  determining  tax.  If  my  testimony  indicated  anything 
other  than  that,  then  I  did  not  express  myself  properly. 

As  far  as  giving  other  examples  of  fairness,  I  would  only  say  that 
fairness  also  applies  in  a  very  complex  business  community  where 
you  have  multinational  corporations  and  large  businesses  that  are 
dealing  throughout  the  world.  That  is  why  I  said  that  there  seemed 
to  be  a  reluctance  to  admit  that  the  economy  has  no  boundaries 
when  it  comes  to  trying  to  increase  market  share  and  tr3dng  to  be 
successful  in  business,  which  would  produce  jobs;  I  am  sure  we 
both  agree  on  that. 

I  don't  know  if  that  answers  your  question,  but  that  is  what 
comes  to  my  mind. 

Mr.  Jefferson.  Yes,  thank  you.  I  want  to  ask  another  one, 
which  is  more  general  and  really  more  conceptual;  and  I  don't  even 
know  if  it  is  a  practical  alternative,  but  there  is  a  lot  of  discussion 
now  about,  since  we  have  this  window  of  revisiting  the  time  where 
we  collect  taxes  for  the  Government — not  so  much  collect  income 
tax,  but  what  our  system  ought  to  be — should  it  be  a  business 
transfer  tax,  should  it  be  a  VAT  tax,  or  this,  that,  or  the  other? 

Do  you  think  this  is  the  time  to  look  at  the  entirety  of  the  way 
we  do  our  business  in  terms  of  financing  our  government,  or  should 
we  stay  wedded  to  the  income  tax  or  look  at  the  business  income 
tax  or  some  other  variation  of  the  consumption  tax? 

Mr.  Murphy.  I  believe,  Mr.  Jefferson,  that  we  are.  Two  years  ago 
Tax  Executives  Institute's  Consumption  Tax  Committee  undertook 
a  study  of  the  value-added  taxes  around  the  world,  and  the  results 
of  the  study  were  published  right  after  the  election.  In  fact,  I  hold 
up  the  book  that  was  provided  to  all  members  of  the  Ways  and 
Means  Committee. 


573 

We  did  not  take  a  position  on  a  VAT,  but  our  analysis  gets  right 
to  your  point  that  this  country  has  to  consider  other  ways  of  rais- 
ing revenue,  which  goes  back  to  the  global  economy  again.  As  far 
as  taking  a  position  as  to  one  or  the  other,  a  general  sales  tax  or 
a  type  of  consumption  tax  or  even  the  energy  tax  that  is  in  the  pro- 
posal, TEI  has  not  taken  a  position. 

Mr.  Gordon.  Mr.  Jefferson,  if  I  can  give  one  caveat  why  I  think 
this  should  be  looked  at,  let  us  not  forget  history.  In  1986,  we  made 
vast  changes  in  the  tax  rules,  and  it  destroyed  a  number  of  busi- 
nesses and,  in  effect,  turned  our  economy. 

I  think  before  we  make  any  massive  changes,  we  have  to  first 
look  to  see  how  many  people  have  planned  businesses  on  them  and 
give  them  time  to  react  to  such  changes  in  our  system.  Corpora- 
tions have  made  decisions  based  upon  the  tax  laws  as  they  perceive 
them  to  be,  either  currently  or  in  the  future.  If  we  completely 
change  our  method  of  taxation,  obviously  this  could  have  some  very 
strange  and  some  very  harmful  effects  upon  our  economy. 

Before  we  do  something  like  that,  we  ought  to  have  at  least 
enough  lead  time  so  that  people  can  adjust  and  make  sure  we  are 
not,  in  effect,  harming  ourselves  beyond  repair. 

Mr.  PODOLIN.  I  would  agree,  Mr.  Jefferson,  with  the  concept  that 
now  is  the  time  to  take  a  hard  look  at  the  entire  tax  system  in  the 
United  States,  which  doesn't  mean  that  the  AICPA  endorses  any 
sort  of  major  change  at  this  time,  but  we  endorse  studying  it. 

And,  in  fact,  we  have  a  task  force  that  is  also  looking  at  a  variety 
of  options,  such  as  a  value  added  tax  and  other  consumption-relat- 
ed taxes  and  so  on.  We  have  also  recently  published  a  document 
relating  to  integrating  the  corporate  and  individual  income  tax,  and 
we  can  make  that  available  to  you  as  well. 

Mr.  Jefferson.  Thank  you.  My  time  is  up;  I  have  a  red  light. 

Mr.  Kleczka.  Let  me  thank  this  panel  for  their  testimony. 

At  this  point  we  will  call  our  next  panel,  starting  with  Julie 
Gackenbach  from  the  U.S.  Chamber  of  Commerce;  Paul  Huard,  the 
National  Association  of  Manufacturers;  J.  Roger  Hirl  from  the 
Chemical  Manufacturers  Association;  and  Michael  J.  Fleming,  from 
the  Equipment  Leasing  Association  of  America. 

Your  testimony  will  be  made  a  part  of  the  official  committee 
record,  without  objection,  and  we  will  start  with  Ms.  Julie 
Gackenbach.  Please  correct  me  if  I  am  mispronouncing  the  name. 

Ms.  Gackenbach.  Gackenbach.  Close  enough. 

Mr.  Kleczka.  Pretty  close.  Try  Kleczka  sometime. 

STATEMENT  OF  JULIE  LEIGH  GACKENBACH,  DIRECTOR,  TAX 
POLICY,  U.S.  CHAMBER  OF  COMMERCE 

Ms.  Gackenbach.  Mr.  Chairman  and  members  of  the  committee, 
good  morning.  I  am  Julie  Gackenbach,  and  I  am  the  director  of  tax 
policy  for  the  U.S.  Chamber  of  Commerce.  The  Chamber  of  Com- 
merce is  the  world's  largest  business  federation,  representing 
215,000  members;  and  on  behalf  of  our  local  and  State  chambers, 
businesses  and  associations,  we  appreciate  the  opportunity  to 
present  our  views  to  this  committee. 

As  you  are  aware,  the  legislative  language  for  the  proposals  is 
not  yet  available,  and  as  we  understand,  certain  modifications  may 
be  made  to  individual  provisions;  therefore,  it  is  difficult  for  the 
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Chamber  at  this  time  to  assess  the  effect  of  certain  individual  pro- 
visions or  the  package  as  a  whole. 

We  would  advise  the  committee,  we  have  some  serious  concerns 
about  the  Btu  tax,  increased  corporate  and  individual  income  tax 
rates,  and  provisions  affecting  international  business.  The  Cham- 
ber and  its  policy  committee  certainly  want  the  opportunity  to  look 
at  these  proposals  in  much  greater  depth  when  the  final  results  are 
released,  and  my  comments  today  should  be  viewed  in  that  context. 

The  President  merits  our  support  for  having  focused  the  Nation 
on  the  need  to  reduce  the  Federal  deficit.  And  he  is  on  point  in  as- 
serting the  deficit  is  sapping  the  ability  of  our  Nation  to  make  vital 
investments  in  education,  retraining,  jobs,  productivity  and  eco- 
nomic growth.  The  Chamber  unequivocally  supports  the  goal  of  def- 
icit reduction  and  urges  the  committee  and  the  Congress  to  move 
with  deliberate  speed  toward  enactment  of  an  immediate  plan. 

However,  it  is  the  nature  of  the  political  process  that  every  orga- 
nization will  be  differentially  affected  by  the  specifics  of  the  pro- 
posal. This  is  particularly  true  at  the  Chamber,  which  represents 
large,  medium  and  small  businesses  in  virtually  every  sector  of  the 
economy.  As  we  have  said  in  that  regard,  our  policy  committees  are 
reviewing  the  details. 

Our  goal  is  to  work  with  this  committee,  the  Congress  and  the 
administration  to  improve  the  negative  aspects,  preserve  the  bene- 
ficial and  support  a  comprehensive  measure  reducing  the  deficit 
while  preserving  the  fragile  economy.  Our  members  are  concerned 
over  the  burden  that  the  Federal  deficit  places  on  the  economy;  and 
while  we  are  supportive  of  deficit  reduction,  we  are  concerned  that 
the  plan,  as  presented,  relies  too  heavily  on  revenue  increases  to 
achieve  this  goal. 

The  Federal  deficit  is  rooted  in  runaway  deficit  spending,  and 
our  members  have  long  recognized  the  fact  that  Federal  revenue  is 
not  the  problem,  but  that  ever-increasing  levels  of  Grovemment 
spending  is.  We  believe  that  by  significantly  reducing  Federal 
spending,  which  diverts  resources  from  their  most  productive  uses 
in  the  private  sector,  we  can  reduce  the  Federal  deficit  and  in- 
crease the  long-term  rate  of  growth  in  our  economy. 

A  lack  of  Federal  revenue  is  not  responsible  for  our  deficit,  and 
since  revenue  is  not  the  problem,  as  history  clearly  demonstrates, 
tax  increases  alone  will  not  solve  the  problem.  As  we  have  stated 
previously,  what  concerns  us  most  in  the  current  proposal  is  the 
heavy  reliance  on  revenue  enhancement. 

We  are  particularly  disturbed  by  the  aspects  of  the  proposals 
that  rely  on  retroactive  tax  increases  in  exchange  for  future  spend- 
ing reductions.  Based  on  past  experience,  taxpayers  are  reluctant 
to  support  higher  taxes  in  exchange  for  promises  of  future  spending 
reductions.  Time  £ind  again  taxpayers  have  seen  increased  taxes 
used,  not  for  deficit  reduction  but  to  fund  ever  higher  levels  of  gov- 
ernment spending.  This  must  not  happen  again. 

One  particular  item  we  would  like  to  bring  to  the  committee's  at- 
tention today,  in  the  proposal,  is  the  effect  of  the  proposed  increase 
in  the  individual  tax  rates  on  S  corporations.  As  other  witnesses 
have  told  you,  currently  the  Nation  has  over  1.5  million  businesses 
in  this  country  operating  under  S  corporation  status.  The  vast  ma- 
jority of  these  businesses  are  small  in  every  sense  of  the  word. 
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They  are  the  engines  of  our  economic  recovery,  but  the  change  in 
the  individual  tax  rates  will  be  particularly  punitive  to  these  cor- 
porations. 

For  them,  their  maximum  tax  rate  will  increase  8.6  percentage 
points  at  the  top  rate,  an  increase  at  $250,000,  thus  taxing  the 
very  retained  earnings  these  small  S  corporations  rely  on  to  invest 
and  grow.  We  are  particularly  concerned  that  this  is  retroactive, 
and  we  urge  the  committee  to  look  at  this  proposal. 

One  idea  we  have  supported  is  capping  the  rate  of  tax  on  the  re- 
tained earnings  in  the  S  corporation  at  31  percent.  We  have  pro- 
vided the  administration  with  details  of  this  proposal  and  will  be 
happy  to  work  with  the  committee. 

In  conclusion,  Mr.  Chairman,  we  are  also  very  supportive  of — 
and  I  see  my  time  is  running  out — the  investment  tax  credits.  We 
are  pleased  to  see  the  President  did  include  them.  Like  other  wit- 
nesses before  you,  we  are  concerned  about  the  incremental  nature 
of  the  investment  tax  credit,  particularly  the  administrative  bur- 
dens that  it  places. 

In  conclusion,  Mr.  Chairman,  we  would  like  to  work  with  the 
committee  and  the  Congress  to  achieve  the  goal  of  deficit  reduction 
and  designing  an  effective  package.  We  believe  that  that  should  be 
done,  though,  to  the  maximum  extent  possible,  through  meaningful 
and  enforceable  spending  restraints. 

Mr.  Kleczka.  Thank  you  very  much. 

[The  prepared  statement  follows:! 
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Statement  of  the  U.S.  Chamber  of  Commerce 

before  the 

House  Committee  on  Ways  &  Means 

on 

President  Clinton's  Economic  Proposals 

by 

Julie  Leigh  Gackenbach 


Mr.  Chairman  and  members  of  the  committee,  good  morning.  I  am  Julie  Leigh 
Gackenbach,  Director  of  the  Tax  Policy  for  the  U.S.  Chamber  of  Commerce.  The  Chamber 
is  the  world's  largest  business  federation  representing  more  than  215,000  members.  On 
behalf  of  the  Chamber  Federation  of  local  and  state  chambers  of  commerce,  businesses  and 
associations,  we  appreciate  this  opportunity  to  present  our  views  on  the  revenue  provisions 
of  President  Clinton's  economic  and  deficit  reduction  plan.  I  have  provided  the  full  text  of 
our  comments  and  am  requesting  that  they  be  included  in  the  hearing  record. 

As  you  are  aware,  the  legislative  language  for  the  President's  proposals  has  not  yet 
been  made  available  and;  as  we  understand  it,  modifications  are  being  made  to  certain 
components  even  as  we  speak.  Therefore,  it  is  difBcult  for  the  Chamber,  at  this  time,  to 
assess  the  effect  of  either  individual  provisions  or  the  package  as  a  whole.  The  Chamber 
and  its  policy  committees  certainly  want  the  opportunity  to  look  at  these  proposals  in  greater 
depth  when  the  final  details  are  released.  My  comments  today  should,  therefore,  be  viewed 
in  this  context. 

The  President  merits  our  support  for  having  focused  the  nation  on  the  need  to  reduce 
the  federal  deficit.  He  is  four  square  on  point  in  asserting  that  the  deficit  is  sapping  the 
ability  of  our  nation  to  make  vital  investments  in  basic  education  and  retraining,  jobs, 
productivity,  and  economic  growth.  The  Chamber  unequivocally  supports  the  goal  of  deficit 
reduction  and  urges  the  committee  and  Congress  to  move  with  dehl^erate  speed  toward 
enactment  of  a  meaningful  plan. 

Our  members  are  concerned  over  the  burden  that  the  federal  deficit  places  on  the 
U.S.  economy.  While  we  are  supportive  of  the  goal  of  deficit  reduction,  we  are  concerned 
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that  the  plan  as  presented  relies  too  heavily  on  revenue  increases  to  achieve  its  goal.  The 
President's  package  would  have  reduced  federal  spending  70  cents  for  each  new  dollar  of 
federal  revenue.  The  budget  resolution  as  reported  from  the  House  Budget  Committee 
narrows  that  gap  by  proposing  $1.07  in  spending  reductions  for  each  $1  of  taxes.  We  are 
pleased  that  the  budget  resolution  proposes  $63  billion  in  additional  cuts,  but  we  believe  that 
more  can  and  must  be  done.  Admittedly,  this  is  no  easy  task,  but  we  firmly  believe  that 
meaningful  deficit  reduction  can  only  be  achieved  through  spending  restraint.  Wasteful 
programs  and  spending  on  unauthorized  programs  must  be  curtailed.  The  growth  in  federal 
spending  must  be  restrained  and  scarce  tax  dollars  must  more  rationally  be  allocated  among 
competing  public  needs. 


Origins  of  the  Problem: 

The  federal  deficit  is  rooted  in  runaway  spending.  Our  members  have  long 
recognized  the  fact  that  a  lack  of  federal  revenue  is  not  the  problem,  and  that  ever 
increasing  levels  of  government  spending  is.  In  each  decade,  from  the  1950s  to  the  present, 
government  spending  as  a  proportion  of  gross  domestic  product  (GDP)  has  grown. 
Averaging  18.2  percent  in  the  1950,  it  grew  to  23.2  percent  in  the  1980s.  In  1993,  federal 
spending  is  projected  to  hit  almost  25  percent  of  GDP  -  consuming  nearly  one-quarter  of 
our  nation's  output 

Over  the  past  two  decades,  government  spending  has  grown  faster  than  the  U.S. 
economy.  Despite  a  doubling  of  tax  revenues  throughout  the  1980$,  the  federal  govenmient 
continues  to  run  a  persistently  high  and  growing  budget  deficit  And  because  of  the  record 
tax  hikes  passed  in  1990,  direct  tax  burdens  continue  to  increase,  as  do  regulatory  "taxes"  on 
businesses  forced  to  comply  with  costly  mandates.  This  increasing  burden  of  federal 
spending  diverts  resources  from  their  most  productive  use  in  the  private  sector.  Since  1988, 
federal  spending  has  grown  at  an  average  annual  rate  of  8  percent  and  projected  spending 
in  1993  will  be  a  full  four  years  ahead  of  an  equivalent  amount  of  revenues.  Revenues  won't 
hit  this  year's  spending  amount  until  1997.  In  the  coming  years  projected  spending  growth 
far  outstrips  projected  revenue  growth,  and  the  structural  deficit  continues  to  ratchet 
upward. 


Comprehensive  Strategy  for  Deficit  Reduction  and  Economic  Growth 

To  reduce  the  federal  deficit  and  promote  long-term  economic  growth.  Congress  and 
the  Administration  must  work  together  to  sharply  reduce  the  rate  of  growth  in  federal 
spending.  Spending  must  be  reduced  from  24  percent  of  GDP  -  a  peacetime  high  -  to 
rates  far  more  conducive  to  stronger  economic  growth. 

Over  the  long-term,  the  federal  govenunent  must  cut  the  growth  in  the  fastest 
growing  programs.     The  President's  proposed  budget,  to  be  sure,  contains  a  number  of 
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spending  reductions.  Also,  and  as  a  consequence  of  his  leadership  and  OMB  Director 
Panetta's  forthrightness,  the  budget  proposal  is  less  checkered  with  accounting  gimmickry 
and  unwarranted  economic  assumptions.  This  is  forward  movement  which  we  applaud.  In 
addition  to  the  cuts  suggested  by  the  President,  we  believe  that  Congress  should  examine 
every  account  in  the  federal  budget  that  is  increasing  in  cost  faster  than  federal  revenues  are 
increasing.  By  and  large,  these  accounts  will  be  entitlements  such  as  social  security  and 
federal  pensions.  Also,  we  would  expect  to  find  some  areas  of  domestic  discretionary 
spending  that  are  increasing  in  cost  more  rapidly  than  federal  revenue. 

These  accounu  having  been  identified,  all  growth  should  be  limited  to  the  rate  of 
growth  in  federal  revenues.  In  other  words,  the  United  States  will  allow  no  program  to 
enjoy  a  disproportionate  share  of  the  growth  in  federal  resources. 

We  suggest  this  approach  for  a  number  of  reasons.  First,  by  identifying  out  of  control 
accounts.  Congress  will  be  able  to  focus  on  those  parts  of  the  federal  budget  most 
responsible  for  the  deficit.  Second,  by  adopting  a  formula,  lawmakers  avoid  the  moral  and 
political  pitfalls  of  picking  witmers  and  losers.  Third,  while  some  programs  will  have  less 
money,  none  will  be  starved;  and  those  that  are  in  control,  do  not  have  to  be  sacrificed. 

I  might  note  here  that  The  National  Chamber  Foundation,  our  research  affiliate,  will 
be  releasing  a  study  of  federal  accounts  that  are  increasing  in  cost  more  rapidly  than  federal 
receipts  and  will  have  a  report  (with  macro-economic  projections)  available  for  your 
consideration  in  the  next  few  weeks.  A  separate  NCF  project.  The  Federal  Spending 
Review  Project,  will  attempt  to  use  this  data  to  identify  accounts  meriting  consolidation;  and 
in  more  extreme  cases,  repeal.  This  second  part  of  the  project  is  expected  to  take  more 
time. 

We  firmly  believe  that  by  significantly  reducing  federal  spending  which  diverts 
resources  from  their  most  productive  uses  in  the  private  sector,  we  can  reduce  the  federal 
deficit  and  increase  the  long-term  rate  of  growth  in  our  economy.  A  lack  of  federal  revenue 
is  not  responsible  for  our  ever  increasing  federal  deficit.  In  fact,  during  the  1980s,  as 
deficits  mounted,  tax  revenues  flowing  into  government  coffers  rose.  Indeed,  tax  revenues 
flowing  into  government  coffers  have  dropped  below  18  percent  of  national  income  only  four 
times  in  the  last  three  decades  and  all  four  of  those  occasions  were  prior  to  FY  1978. 

Since  revenue  is  not  the  problem,  as  history  clearly  demonstrates,  tax  increases  alone 
will  not  solve  the  problem.  In  the  1980s,  lawmakers  addressed  the  funding  gap  through  no 
less  than  five  revenue  bills,  three  of  which  were  specifically  targeted  to  deficit  reduction. 
The  three  deficit-reduction  specific  revenue  enhancements  are:  (1)  The  Tax  Equity  and 
Fiscal  Responsibility  Act  (TEFRA)  of  1982;  (2)  The  Deficit  Reduction  Tax  Act  (DRTA)  of 
1984;  and  (3)  The  Ommbus  Budget  Reconciliation  Act  of  1990.  In  addition  to  these  three 
deficit-reduction  specific  enaaments.  Congress  passed  no  less  than  three  other  meaningful 
revenue  enhancing  bills  in  the  1980s  including:  (1)  increased  social  security  taxes  (1983); 
increased  motor  fuels  taxes  (1984  and  1990);  and,  increased  excise  taxes  on  beer,  wine, 


579 


spirits,  and  tobacco  (1990).  Lastly,  the  Tax  Rcfonn  Act  of  1986,  which  was  revenue  neutral 
but  only  in  the  aggregate,  financed  individual  tax  rate  reductions  by  increasing  corporate 
taxes  on  a  dollar  for  dollar  basis.  In  short,  it  should  be  recognized  that  Congress  has  not 
taken  a  back  seat  on  the  deficit  question  and  has  addressed  the  revenue  side  with  some 
regularity  and  in  meaningful  amounts. 

We  should  not  fail  to  learn  from  this  history.  The  President's  plan  addresses  deficit 
reduction  primarily  through  revenue  enhancement;  and  to  a  lesser,  but  still  significant,  extent 
through  spending  reductions.  The  Chamber  believes  that  the  President's  proposal  relies  too 
much  on  revenue  enhancement  (which  has  been  tried)  and  not  enough  on  spending  restraint 
(which  has  not). 

The  Chamber  readily  acknowledges  the  history  of  Congressional  efforts  to  reduce 
federal  spending.  Those  efforts,  however  unpalatable  to  affected  lawmakers,  have  not  been 
as  significant  as  the  revenue  enhancements  in  the  same  period.  The  staff  of  the  Senate 
Budget  Committee,  for  example,  reprised  the  deficit  reduction  measures  of  the  1980s  and 
found  that  the  average  bill,  once  stripped  of  accounting  gimmickry,  blue  smoke  and  mirrors, 
and  when  placed  in  the  context  of  actual  economic  performance,  cut  spending  by  only  $14 
billion.  The  largest  single  bill  cut  spending  by  only  S17  billion,  this  in  direct  comparison  to 
the  largest  single  tax  increase  in  history  passed  in  the  same  period  which  raised  S165  billion. 

Thus,  it  seems  apparent  that  federal  revenue  is  not  the  problem.  This  suggests  that 
the  President's  program  should  focus  more  on  spending  cuts  and  less  on  revenue 
enhancement. 


Revenue  Enhancement 

Although  no  one  likes  a  tax  increase,  the  Chamber  realizes  that  some  revenue 
enhancement  may  be  included  in  a  deficit  reduction  plan.  Some  members  of  the  business 
community  are  willing  to  make  a  greater  contribution  and  support  an  economic  plan  that 
includes  spending  cuts  and  revenue  enhancement  if  the  cuts  are  both  meaningful  and  of 
sufficient  magnitude  to  credibly  suggest  that  the  revenuerspending  gap  can  be  closed  with 
a  small  amount  of  new  revenue. 

The  Chamber  docs  not  believe  that  these  conditions  are  far  fetched.  To  his  credit, 
the  President  has  succeeded  in  focusing  the  nation  on  deficit  reduction  and  has  gained 
popular  support  for  the  type  of  hard  choices  that  must  be  made  in  entitlements  and 
elsewhere  if  we  are  to  close  the  revenue :spending  gap.  This  window  of  opportunity  should 
not  be  missed.  More  to  the  point,  if  Congress  is  willing  to  make  the  hard  spending  choices 
then  the  Chamber  will  assess  those  choices  and  look  seriously  at  a  complete  package, 
provided  such  a  package  will  still  preserve  the  economic  recovery. 
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As  we  have  stated  previously,  what  concerns  us  most  is  that  current  proposals  rely 
far  too  heavily  on  revenue  enhancement  to  close  this  gap.  A  particularly  disturbing  aspect 
of  the  President's  proposal  is  that  it  relies  on  retroactive  tax  increases  and  ftiture  spending 
reductions.  Based  on  past  experience  taxpayers  are  reluctant  to  support  higher  taxes  in 
exchange  for  promises  of  future  spending  reductions.  Time  and  time  again,  taxpayers  have 
seen  increased  taxes  used  not  for  deficit  reduction  but  to  fund  ever  higher  levels  of 
government  spending.   This  must  not  happen  again. 


Overall,  we  note  that  the  President's  proposal  raises  taxes  by  $245  billion  over  five 
years.  This  is  a  significant  number;  indeed,  if  enacted,  it  will  be  the  single  largest  tax 
increase  in  our  history.  Most  of  the  new  revenue  will  come  from  an  across-the-board  BTU 
tax;  two-thirds  of  which  will  be  paid  by  businesses,  and  one-third  by  individuals.  A 
substantial  amount  will  come  from  raising  the  top  corporate  tax  rate  to  36  percent,  and  the 
top  effective  individual  rate  to  39.6  percent. 

As  we  previously  mentioned,  the  legislative  language  for  the  President's  proposals  has 
not  yet  been  made  available  and;  as  we  understand  it,  modifications  are  being  made  to 
certain  components  even  as  we  speak.  As  such  it  is  difficult  for  the  Chamber  to  assess 
time,  the  effect  of  either  individual  provisions  or  the  package  as  a  whole.  The  Chamber 
has  some  serious  concerns  about  the  BTU  tax,  increased  corporate  and  individual  income 
tax  rates  and  the  provisions  affecting  international  business.  As  we  understand  it,  substantial 
modifications  may  be  being  made  to  these  provisions.  We  want  to  look  at  these  proposals 
in  greater  depth  when  the  final  details  are  released.  Until  such  time  as  these  details  are 
made  available,  the  Chamber  offers  the  following  preliminsuy  comments. 


Individual  Rates  and  Subchapter  S  Corporations 

Of  particular  concern  to  the  Chamber  Federation  is  the  effect  the  proposed  increase 
in  the  individual  tax  rates  will  have  on  Subchapter-S  corporations.  Currently,  over  1.5 
million  businesses  in  this  country  operate  as  S  corporations,  the  vast  majority  of  which  are 
small  businesses  in  all  senses.  These  businesses  are  the  engines  of  economic  recovery.  In 
ordinary  times,  small  business  accounts  for  one-half  of  all  new  job  creation,  in  times  of 
recovery,  this  number  jumps  to  75  percent 

Enartcd  in  1958,  Subchapter  S  of  the  Internal  Revenue  Code  provides  special  rules 
for  the  tax  treatment  of  certain  small  business  corporations  whose  shareholders  elect  such 
treatment.  A  nimiber  of  major  modifications  to  the  Subchapter  S  taxation  rules  were  made 
in  1982,  introducing  additional  concepts  of  partnership  taxation  and  simplifying  and 
liberalizing  a  number  of  eligibility  rules.  Under  the  Subchapter  S  rules,  the  income  of 
eligible  corporations  is  subject  to  taxation  at  the  shareholder,  rather  than  corporate,  level 
and  therefore  subjected  to  individual,  rather  than  corporate,  tax  rates.  In  this  regard,  the 
income  of  an  S  corporation  will  be  subject  to  the  increased  individual  tax  rates. 
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This  change,  as  proposed,  will  be  particularly  punitive  to  S  corporations.  For  these 
companies,  their  maximum  tax  rate  will  be  increased  a  full  8.6  percentage  points,  as  opposed 
to  the  two  percentage  point  increase  in  the  C-corporation  rate.  Perhaps  more  importantly, 
the  rate  increase  for  S-corporations  will  be  effective  at  only  $250,000,  while  C-corporations 
will  not  experience  higher  rates  until  their  income  exceeds  $10  million.  Thus  taxing  the 
retained  earnings  of  the  S-corporation  (on  which  they  rely  so  heavily)  at  much  higher  rates, 
leaves  them  with  less  capital  to  invest,  grow  and  create  new  jobs.  We  are  also  particularly 
concerned  that,  as  proposed,  this  increase  would  be  retroactive  to  January  1,  1993. 


When  originally  enacted  the  one  of  the  stated  goals  of  the  S-corporation  provisions 
was  to  provide  aid  to  small  businesses  by  allowing  income  to  be  taxed  to  shareholders  who 
might  be  in  lower  tax  brackets  than  their  corporation.  The  proposed  rate  increases  would 
reverse  this  condition.  The  Chamber  Federation  strongly  urges  the  Committee  and  the 
President  to  address  this  issue. 

One  solution  to  the  problem  would  be  to  subject  the  undistributed  earnings  of 
Subchapter-S  corporations  to  a  maximum  tax  rate  of  31  percent,  thus  placing  a  ceiling  on 
the  taxation  of  the  accumulated  earnings  of  the  business.  The  non-business  income  would 
stiU  be  subject  to  the  increased  personal  income  tax  rates.  We  have  provided  the 
Administration  with  the  details  of  this  particular  solution  and  we  will  look  at  other  ways  to 
deal  with  this  problem. 

In  addition,  the  Chamber,  along  with  the  American  Institute  of  Certified  Public 
Accountants,  and  the  Tax  Section  of  the  American  Bar  Association,  has  developed  a 
proposal  to  improve  the  Subchapter  S  provisions.  Specifically,  the  proposal  would: 

remove  many  of  the  traps  for  the  unwary  by: 

1)  repealing  excessive  passive  investment  income  as  a  termination  event; 

2)  placing  S  corporation's  shareholders  in  the  same  position  as  owners  of 
regular  corporations  with  respect  to  fringe  benefits; 

3)  allowing  a  carryover  of  disallowed  losses  and  deductions  under  section 
465  for  post-termination  transition  periods;  and 

4)  expanding  the  post-termination  transition  period  until  120  days  after  a 
determination  is  made  that  the  election  had  terminated  in  a  prior  year. 

•  remove  many  of  the  obstacles  to  capital  formation  by  S-corporations  by: 

1)  permitting  tax  exempt  organizations  as  eligible  shareholders; 

2)  allowing  non-resident  alien  shareholders  to  own  S-corporation  stock; 

3)  expanding  the  safe  harbor  debt  to  permit  convertible  debt; 

4)  permitting  shareholder  personal  guarantees  of  corporate  debt  to 
increase  shareholder  basis;  and 
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5)  permitting  S-corporations  to  issue  "plain  vanilla"  preferred  stock  with 
no  convertibility  and  treat  the  stock  as  corporate  debt  for  federal  tax 
purposes;  and 

preserve  family  ownership  of  small  businesses  by: 

1)  permitting  those  trusts  owning  S-corporation  to  have  multiple  income 
beneficiaries,  accumulate  trust  income,  and  spray  income  among  the 
beneficiaries;  and 

2)  count  all  members  of  a  single  family  who  own  S-corporation  stock  as 
a  single  shareholder. 

We  believe  these  proposals  would  eliminate  needless  barriers  to  S-corporation 
formations.  We  look  forward  to  working  with  the  Committee  and  the  Administration  to 
ameliorate  the  punitive  provisions  of  the  current  proposal  and  to  reform  the  Subchapter  S 
rules. 

Business  Deductions 

The  President's  proposal  includes  a  number  of  provisions  to  limit  or  deny  ordinary 
and  necessary  business  expense  deductions.  The  Chamber  believes  that  such  action  would 
undercut  a  fundamental  principal  of  taxation  ~  that  businesses  should  be  taxed  on  income, 
rather  than  gross  receipts.  In  this  regard,  businesses  should  continue  to  be  allowed  to  deduct 
all  ordinary  and  necessary  expenses.  That  lawmakers  have  already  taken  the  first  step  down 
this  slippery  slope  in  limiting  the  business  meal  deduction  to  80  percent  of  cost  is  hardly 
justification  for  compounding  the  error. 


Investment  Incentives 

Some  observers  have  suggested  that  the  strength  of  the  ongoing  economic  recovery 
argues  against  the  need  for  a  investment  incentives.  We  disagree.  The  recession  has 
created  a  structxiral  gap  in  our  economic  p>erformance  meriting  a  strong  response  at  the 
federal  level.  The  President  is  absolutely  right  ~  the  recovery  is  not  generating  the  type  of 
high  paying  jobs  that  educate  children,  buy  houses,  purchase  cars,  provide  for  a  secure 
retirement,  and  guarantee  the  American  dream.  We  are  pleased,  therefore,  that  he  has 
chosen  to  include  several  investment  incentives  in  his  deficit  reduction  package.  We  should 
not,  however,  labor  under  the  impression  that  the  President's  plan  adequately  offsets  the 
negative  effert  of  prior  enactments.  Also,  the  value  of  these  incentives  to  companies  tax 
under  the  AMT  is  not  fully  offset  by  the  President's  plan  to  restore  a  measure  of 
acceleration  to  class  life  depredation  schedules  applicable  to  AMT  ratepayers.  At  least,  this 
is  a  small  step  in  the  right  direction. 
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The  Investment  Tax  Credit 

Research  clearly  shows  that  investment  in  equipment  is  the  single  most  important 
factor  contributing  to  economic  growth  and  development.  Each  one  percent  of  GDP 
invested  in  business  equipment  increases  the  growth  rate  of  GDP  by  one-third  of  one 
percent  -  an  exceedingly  high  rate  of  return. 

Tax  devices  lowering  the  tax  burden  on  investment  in  equipment  -  especially  the 
Investment  Tax  Credit  (ITC)  -  deserve  serious  consideration.  The  ITC  has  been  enacted 
and  repealed  seven  times  in  the  past  30  years  and  has  been  described  as  the  B-1  bomber 
of  tax  policy.  During  periods  in  which  the  on-again-off-again  ITC  was  in  effect,  growth  in 
equipment  spending  rose  strongly.  Following  the  credit's  repeal  in  1986,  the  rate  of 
investment  in  equipment  slowed.  This  sharply  lowered  the  rate  of  spending  on  industrial 
equipment  for  the  decade  as  a  whole  and  hindered  the  recovery  from  the  recent  recession. 

Originally,  the  ITC  was  designed  out  of  recognition  that  depreciation  deductions 
against  investments  for  tax  purposes  comprise  less  that  100  percent  of  assets'  cost.  Currently 
the  average  recovery  rate  for  capital  equipment  assets  ranges  from  a  maximum  of  88  percent 
for  five-year  equipment  to  no  more  than  56  percent  for  15  and  20-year  assets.  This  means 
that  companies  are  not  permitted  to  recover  the  full  replacement  cost  of  their  investments 
in  assets  with  class  lives  longer  than  one  year.  This  creates  economic  distortion  by  raising 
the  cost  of  capital.  Since  recovery  rates  are  substantially  less  for  longer-term  investments 
than  for  shorter-term  ones,  the  ctirrent  tax  code  creates  a  significant  bias  away  from  longer- 
term  investments. 

During  the  many  times  the  ITC  has  been  in  and  out  of  the  tax  code,  the  motivation 
for  its  enactment  has  shifted  more  toward  its  perceived  short-term  economic  stimulus  effect. 
Thus,  ITC  proposals  tend  to  be  targeted,  incremental  and  temporary.  At  best,  these  kinds 
of  credits  result  in  a  temporal  displacement  of  capital  investment  rather  than  an  absolute 
increase  in  investment;  and  at  worse,  they  actually  increase  distortions  in  the  allocation  of 
capital. 

We  are  pleased  that  the  Administration  has  included  a  permanent  ITC  for  smaU 
businesses  in  its  economic  proposal.  The  credit  will  lower  the  cost  of  capital  for  these 
businesses,  creating  an  added  incentive  for  these  finns  to  invest  and  grow.  While  we 
applaud  this  provision,  we  arc  concerned  that  the  Administration  chose  to  bifurcate  the 
investment  tax  credit  -  providing  a  permanent,  non-incremental  credit  for  smaU  businesses 
and  a  temporary,  incremental  credit  for  all  other  firms. 

Except  for  firms  with  revenues  of  less  than  $5  million  eligible  for  the  permanent  ITC, 
the  proposal,  as  described  in  the  Treasury  Blue  Book,  would  allow  taxpayers  a  credit  equal 
to  seven  percent  of  the  purchase  price  of  assets  above  an  arbitrary  business  investment  base 
provided  that  the  asset  is  placed  in  service  between  December  3,  1992  and  December  31, 
1994. 
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As  a  result  of  its  design  mechanisms,  business  will  be  eligible  for  an  investment  tax 
credit  on  only  50  percent  of  new  investment.  Under  an  "incremental"  approach  to  the  ITC, 
companies  which  have  maintained  higher  levels  of  investment  are  penalized,  vis  a  vis  their 
competitors  which  are  rewarded  for  their  lack  of  investment  by  a  lower  base.  Companies 
which  have  maintained  substantial  levels  of  investments  in  the  past  will  likely  resent 
rewarding  their  competitors  who  have  let  their  investment  slack. 

An  incremental  ITC  also  is  administratively  problematical.  Determining  the  base  and 
administrating  such  a  "floating"  base  would  be  difficult  and  complex.  The  Administration 
recognized  these  administrative  problems  and  cited  them  as  a  reason  for  making  the  small 
business  ITC  non-incremental.  Thus,  we  urge  the  committee  to  extend  the  non-incremental 
ITC  treatment  to  all  businesses  on  all  eligible  investments.  In  addition,  for  the  majority  of 
capital  intensive  firms  who  are  subject  to  the  AMT,  the  ITC  as  crafted  would  provide  no 
added  incentive.  To  encourage  these  firms  to  make  additional  investments,  we  recommend 
that  the  ITC  be  made  fully  creditable  against  AMT  liability. 

The  Alternative  Minimum  Tax 

As  we  mentioned,  a  majority  of  capital  intensive  firms  are  subject  to  the  alternative 
minimum  tax  (ACMT).  The  AMT  has  become,  in  effect,  a  complete  and  parallel  income-tax 
system,  posing  complex  and  burdensome  record  keeping  requirements  and  increasing  the 
cost  of  capital  for  American  businesses.  For  those  subjert  to  it,  the  AMT  increases  capital 
costs  15  to  20  percent  and  discourages  investment  in  productive  capital  assets  by  negating 
many  of  the  incentives,  including  accelerated  depreciation,  designed  to  foster  capital 
formation  and  investment. 

We  are  pleased  that  the  President  recognized  the  detrimental  effects  of  the  AMT  and 
proposed  to  modify  the  current  AMT  depreciation  system.  Under  the  pioposal,  the 
depreciation  calculation  under  the  adjusted  current  earnings  would  be  eliminated  and  for 
AMT  purposes  taxpayers  would  use  a  120-percent  declining  balance  method  over  regular 
tax  class  lives.  This  proposal  represents  a  significant  reduction  in  the  record  keeping  burden 
of  AMT  taxpayers  and  is  a  first  step  toward  restoring  some  of  the  incentive  for  investment 
provided  by  accelerated  depreciation.  We  strongly  urge  the  Committee  to  retain  this 
provision,  however,  we  urge  you  to  reconsider  the  effective  date  of  this  provision.  Given  the 
retroactive  effective  date  of  the  tax  rate  increases  and  the  investment  tax  credit,  we 
encourage  you  to  make  the  provision  to  provide  AMT  relief  also  retroactive. 


Research  and  Experimentation  Tax  Credit 

The  Chamber  is  pleased  that  President  Clinton  has  proposed  a  permanent  extension  of 
the  research  and  experimentation  (R&E)  tax  credit  Industrial  progress  depends  on  the 
development  of  irmovative  products  and  methods.  Research  and  experimentation  conducted 
by  business  is  the  primary  means  by  which  iimovation  is  generated.  Scientific  developments 
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arc  transformed  into  new  products  and  processes  that  result  in  increased  productivity, 
improved  living  standards  and  sustained  economic  growth.  A  permanent  R&E  credit  will 
ensure  that  the  U.S.  remains  the  largest  investor  in  absolute  size  regarding  R&E 
expenditures  and  will  ensure  that  American  business  remains  competitive  abroad. 


Allocation  of  U.S.  R&E  Expenditures  to  U.S.  Source  Income 

We  are  also  pleased  that  the  President  has  included  a  provision  to  make  U.S. 
incurred  R&E  expenses  100  percent  allocable  to  U.S.  source  income.  Under  current  law, 
a  U.S.  corporation's  foreign  tax  credit  is  limited  to  34  percent  of  the  company's  foreign 
source  taxable  income.  Sections  861,  862  and  863  of  the  Internal  Revenue  Code  were 
created  to  define  whether  the  source  of  income  was  within  or  outside  the  United  States. 
Treasury  regulation  Section  1.861  requires  that  indirect  expenses  be  apportioned  to  the 
sources  of  income.  Presumably,  if  this  defining  process  is  property  carried  out,  that  which 
is  U.S.  source  income  will  be  taxed  in  the  U.S.  and  that  which  is  foreign  source  income  will 
be  eligible  for  the  relief  provided  by  the  foreign  tax  credit  mechanism. 

The  allocation  of  indirect  expenses  to  foreign  source  income,  without  a  corresponding 
foreign  deduction,  has  the  inherent  effect  of  taxing  the  same  earnings  twice  as  a  corporation 
runs  up  against  its  foreign  tax  credit  limitation.  Under  the  Tax  Reform  Act  of  1986, 
multinational  corporations  are  likely  to  face  such  a  double-taxation  scenario.  This,  of  course, 
defeats  the  very  purpose  of  the  foreign  tax  credit,  which  is  to  prevent  double  taxation. 

Double  taxation  results,  or  can  result,  depending  on  the  particular  circumstances, 
because  the  U.S.  expenses  allocated  under  the  Section  1.861  regulations  to  foreign  source 
income  are  not  deductible  in  any  foreign  jurisdiction.  No  other  country  treats  its  domestic 
research  and  experimentation  as  if  it  were  conducted  elsewhere,  jmd  U.S.  incurred  expenses 
allocated  to  foreign  source  income  are  not  deductible  in  foreign  jurisdictions.  Thus,  a  U.S. 
taxpayer  in  effect  has  its  foreign  tax  credit  limitation  proportionately  reduced  to  the  extent 
that  it  conducts  U.S.  R&E. 

The  allocation  rules  arc  a  disincentive  to  domestic  research  and  experimentation.  As 
a  result,  some  companies  have  moved  their  R&E  activities  abroad.  The  Section  1.861 
allocation  regulations  have  discouraged  domestic  research,  encumbered  U.S.  multi-national 
companies  with  higher  overall  tax  burdens  that  those  of  their  foreign  competitors,  and  made 
it  difficult,  if  not  impossible,  for  companies  to  implement  long-range  R&E  plans. 

The  Chamber  believes  that  R&E  expenses  incurred  in  the  U.S.  should  be  100  percent 
allocated  to  U.S.  source  income.  We  applaud  the  President  for  taking  this  action. 
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Passive  Lx)sses 

The  Tax  Reform  Act  of  1986,  in  an  effon  to  curb  abusive  tax  shelters,  subjected  all 
rental  real  estate  activities  to  the  passive  loss  rules.  Under  current  law,  all  rental  real  estate 
owners  are  deemed  to  be  passive  investors  regardless  of  their  day-to-day  involvement  in  the 
real  estate  business.  The  result  of  this  application  is  that  real  estate  professionals  are  subject 
to  tax  on  the  gross  income  of  their  overall  real  estate  operations  and  not  on  their  net 
income,  as  other  types  of  businesses. 

There  is  no  question  that  the  passive  loss  rules  have  had  a  negative  impact  on  ail 
segments  of  the  real  estate  industry.  The  resulting  declines  in  asset  values  have  exacerbated 
the  problems  of  the  nation's  financial  institutions  and  had  spillover  effects  on  the  overall 
health  of  the  economy.  The  President  has  proposed  to  amend  the  passive  loss  rules  to 
eliminate  this  unfair  distinction  for  rental  real  estate.  The  Chamber  strongly  supports  this 
effort. 

Conclusion 

In  conclusion,  Mr.  Chairman,  the  Chamber  on  behalf  of  its  members  urges  the 
Congress  to  the  maximum  extent  possible  to  achieve  the  President's  goal  of  deficit  reduction 
through  meaningful  and  enforceable  spending  restraint.  We  look  forward  to  working  with 
the  Committee,  Congress  and  the  Administration  to  design  an  effective  deficit  reduction 
package  which  preserves  the  recovery  and  enhances  long-term  economic  growth. 
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Mr.  Kleczka.  Mr.  Paul  Huard,  vice  president,  taxation  and  fiscal 
policy  department  for  the  National  Association  of  Manufacturers. 
Mr.  Huard. 

STATEMENT  OF  PAUL  R.  HUARD,  VICE  PRESIDENT,  TAXATION 
AND  FISCAL  POLICY  DEPARTMENT,  NATIONAL  ASSOCIATION 
OF  MANUFACTURERS 

Mr.  Huard.  Thank  you,  Mr.  Chairman.  On  behalf  of  our  12,000 
members,  who  account  for  more  than  80  percent  of  U.S.  manufac- 
turing, employment  and  production,  I  am  pleased  to  be  here  to  dis- 
cuss the  revenue  matters  contained  in  President  Clinton's  propos- 
als for  economic  stimulus  and  deficit  reduction. 

Before  discussing  specifics,  I  want  to  emphasize  at  the  outset 
that  NAM  is  fully  supportive  of  President  Clinton's  deficit  reduc- 
tion goals.  Just  as  importantly,  the  President  has  accurately  de- 
scribed our  need  as  a  Nation  for  less  emphasis  on  immediate  con- 
sumption and  more  emphasis  on  the  private  investment  so  essen- 
tial to  productivity  improvement  and  job  creation. 

Our  great  concern  about  the  President's  plan  is  that  it  won't 
work.  One  reason  we  think  this  will  happen  is  that  the  plan  relies 
far  too  heavily  on  tax  increases  to  reduce  the  deficit  and  far  too  lit- 
tle on  spending  cuts.  Another  major  cause  for  concern  is,  each  dol- 
lar of  business  tax  incentive  in  the  President's  economic  stimulus 
proposals  is  offset  with  at  least  $3  of  business  tax  increases. 

Money  is  a  fungible  commodity,  and  the  plain  fact  is  that  reduc- 
ing business  cash-flow  by  $113  billion  over  the  next  5  years  means 
less,  not  more,  private  sector  jobs  and  investments.  What  will  hap- 
pen is,  the  planned  business  tax  incentives,  which  are  modest  and 
to  a  significant  extent  only  temporary,  will  be  completely  swamped 
by  the  plan's  business  tax  increases,  which  are  extremely  large  and 
in  virtually  every  case  permanent. 

A  related  problem  is  whether,  given  evidence  of  a  stronger-than- 
expected  recovery,  any  short-term  temporary  stimulus  is  necessary 
at  all.  We  think  it  might  be  better  to  abandon  this  effort,  in  par- 
ticular the  unworkable  and  nearly  useless  temporary  incremental 
ITC,  and  reduce  proposed  tax  increases  by  an  appropriate  multiple. 

Let  me  emphasize  that  the  NAM  is  not  recommending  inaction. 
We  strongly  support  the  President's  goals  of  reducing  the  deficit 
and  expanding  economic  growth,  and  want  him  to  succeed  in 
achieving  them.  If  he  is  to  do  so,  however,  we  believe  his  economic 
program  must  be  reconfigured  along  the  following  lines. 

First,  a  much  greater  effort  must  be  made  to  reduce  Government 
spending  and,  equally  as  important,  to  make  the  operations  of  Gov- 
ernment departments  and  agencies,  as  well  as  the  regulations  they 
administer,  more  cost  efficient.  The  ratio  of  spending  cuts  to  tax  in- 
creases must  be  significantly  increased,  at  the  very  least  2-to-l 
from  its  present  level  of  1-to-l. 

Next,  the  proposed  net  tax  increase  on  U.S.  business  is  much  too 
high.  This  must  be  drastically  reduced.  We  think  this  would  be  best 
achieved  in  the  following  four  ways: 

One,  by  eliminating  the  proposed  rate  increases  on  business  in- 
come, including  not  only  corporate  income  but  also  the  business  in- 
come of  individuals  choosing  to  do  business  as  sole  proprietors, 
partners  and  subchapter  S  shareholders. 
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Two,  eliminating  the  proposed  Btu-based  energy  tax,  which  is,  to 
a  significant  degree,  a  tax  on  industrial  production  rather  than  a 
consumption  tax.  This  will  have  a  severe  adverse  impact  on  energy- 
intensive  industrial  processes.  This  proposed  tax  would  unilatergdly 
increase  the  cost  of  U.S.-produced  goods  relative  to  foreign  goods, 
thus  impairing  our  competitiveness  in  both  domestic  and  overseas 
markets. 

Three,  eliminating  all  proposals  to  limit  or  deny  ordinary  and 
necessary  business  expense  deductions.  Such  changes  would  seri- 
ously erode  one  of  the  most  basic  and  fundamental  principles  of 
sound  income  tax  policy,  that  businesses  should  pay  income  taxes 
not,  on  gross  receipts  but  on  incomes-gross  receipts  less  all  ex- 
penses incurred  in  producing  such  receipts. 

Four,  eliminating  inappropriate  proposals  to  increase  taxes  on 
U.S.  multinational  taxpayers.  These  companies  are  able  to  provide 
domestic  jobs  only  if  they  can  remain  competitive  in  today's  global 
marketplace.  Targeting  such  taxpayers  for  large  tax  increases  re- 
lated to  their  overseas  operations  will  make  them  less  competitive 
globally  and  thus  reduce  their  abilities  to  provide  U.S.-based  jobs. 

Finally,  having  recognized  the  need  to  increase  the  relative  tax 
burden  on  consumption,  the  administration  should  follow  through 
on  this  recognition  by  implementing  a  broad-based  general  con- 
sumption tax,  such  as  a  value  added  tax.  We  believe  such  a  tax  im- 
posed at  a  uniform  rate  on  the  widest  possible  base  of  both  goods 
and  services  is  the  simplest  and  fairest  method  of  raising  funds  for 
deficit  reduction  across  all  social,  regional  and  economic  sectors. 

Thank  you,  Mr.  Chairman.  That  concludes  my  remarks. 

Mr.  Kleczka.  Thank  you,  Mr.  Huard. 

[The  prepared  statement  follows:] 
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Thank  you,  Mr.  Chairman.    I  am  Paul  R.  Huard,  Vice  President  for  Taxation  and 
Fiscal  Policy  of  the  National  Association  of  Manufacturers  [NAM].   On  behalf  of  our  12,000 
members,  who  account  for  more  than  80  percent  of  U.S.  manufacturing  employment  and 
production,  I  am  pleased  to  be  here  to  discuss  the  revenue  matters  contained  in  President 
Clinton's  proposals  for  economic  stimulus  and  deficit  reduction. 


I.   Overview  and  General  Recommendations 

Before  discussing  ^lecifics,  I  want  to  emphasize  at  the  outset  that  NAM  is  fully 
supportive  of  President  Clinton's  deficit  reduction  goals.   We  believe  he  is  correct  in 
concluding  that  significant  reduction  of  the  federal  budget  deficit  is  absolutely  essential  if  we 
are  to  achieve  long-term  economic  growth  and  prosperity  and  a  rising  standard  of  living  for 
all  Americans.   Just  as  importantly,  the  President  has  accurately  described  our  need  as  a 
nation  for  less  emphasis  on  immediate  consumption  and  more  emphasis  on  the  private 
investment  that  is  so  essential  to  both  productivity  improvement  and  job  creation. 

Our  great  concern  about  the  President's  plan  is  that  it  will  fail  to  achieve  its  goals  of 
reducing  the  deficit,  creating  Jobs  and  increasing  productivity-improving  investments.    One 
reason  we  think  this  will  happen  is  that  the  plan  relies  far  too  much  on  tax  increases  to 
reduce  the  deficit,  and  far  too  little  on  spending  cuts.    While  both  spending  cuts  and  tax 
increases  will  cause  short-term  economic  contractions,  spending  cuts  will  result  in  smaller 
GDP  losses  and  fewer  job  losses  than  an  equivalent  amount  of  tax  increases. 

Another  major  cause  for  concern  is  that  each  dollar  of  business  tax  incentive  in  the 
President's  economic  stimulus  proposals  is  offset  with  at  least  three  dollars  of  business  tax 
increases.    As  shown  in  Table  I  in  the  Appendix,  the  proposed  business  tax  incentives  total 
slightly  more  than  $56  biUion  over  the  period  1993-98.   Over  the  same  period,  however, 
business  taxes  would  be  increased  by  about  $170  billion.   Money  is  a  fungible  commodity, 
and  the  plain  fact  is  that  reducing  business  cash  flow  by  $113  billion  over  the  next  five  years 
means  less,  not  more,  private  sector  jobs  and  investment.   What  will  happen  is  that  the 
plan's  business  tax  incentives— which  are  modest  and  to  a  significant  extent  only  temporary- 
will  be  completely  overwhelmed  by  the  plan's  business  tax  increases- which  are  extremely 
large  and  in  virtually  every  case  permanent. 

Because  of  this  excessive  reliance  on  taxing  business  rather  than  personal  income,  as 
well  as  the  plan's  ovoly  high  ratio  of  tax  increases  to  spending  cuts,  the  plan  in  our  estimate 
just  won't  work.   Our  preliminary  econometric  analysis  indicates  that,  if  implemented  in  its 
present  form,  the  plan  will  cost  the  economy  1.2  million  jobs  by  1998  and  Gross  Domestic 
Product  [GDP]  in  that  year  will  be  $63  billion  lower  than  if  we  do  nothing  at  all. 
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Let  me  emphasize  that  NAM  is  not  recommending  inaction.   We  strongly  support  the 
President's  goals  of  reducing  the  deficit  and  expanding  economic  growth,  and  want  him  to 
succeed  in  achieving  them.   If  he  is  to  do  so,  however,  we  believe  his  economic  program 
must  be  reconfigured  along  the  following  lines: 

A.  A  much  greater  effort  must  be  made  to  reduce  government  spending  and— equally  as 
important— to  make  the  operations  of  government  departments  and  agencies,  as  well  as 
the  regulations  they  administer,  more  cost  efficient.   The  ratio  of  spending  cuts  to  tax 
increases  must  be  significantly  increased,  at  the  very  least  to  two-to-one  from  its 
present  level  of  well  below  one-to-one. 

B.  The  proposed  net  tax  increase  on  U.S.  business  is  much  too  high  and  is  totally 
inconsistent  with  the  President's  goals  of  creating  new  jobs,  increasing  private 
investment  and  expanding  economic  growth.   If  the  Administration's  economic 
program  is  to  succeed,  the  proposed  increases  in  business  taxation  must  be  drastically 
reduced.   This  is  best  achieved  by: 

1.  Eliminating  the  proposed  rate  increases  on  business  income,  including  not  only 
corporate  income  but  also  the  business  income  of  individuals  choosing  to  do 
business  as  sole  proprietors,  partners  and  subchapter  S  shareholders. 

2.  Eliminating  the  proposed  BTU-based  energy  tax  which  is,  to  a  significant 
degree,  a  tax  on  industrial  production  rather  than  a  consumption  tax.   Because 
of  its  severe  adverse  impact  on  energy-intensive  industrial  processes,  this 
proposed  tax  would  unilaterally  increase  the  cost  of  U.S. -produced  goods 
relative  to  foreign-produced  goods,  thus  impairing  U.S.  competitiveness  in 
both  domestic  and  overseas  markets. 

3.  Eliminating  all  proposals  to  limit  or  deny  ordinary  and  necessary  business 
expense  deductions.   Such  changes  would  seriously  erode  one  of  the  most 
basic  and  fundamental  principles  of  sound  income  tax  policy:  that  businesses 
should  pay  income  taxes  not  on  gross  receipts  but  on  income  fi.e..  gross 
receipts  less  all  expenses  incurred  in  producing  such  receipts]. 

4.  Eliminating  ini^ipropriate  proposals  to  increase  taxes  on  U.S.  multinational 
taxpayers.   These  companies  are  able  to  provide  domestic  jobs  only  if  they  can 
remain  competitive  in  today's  global  marketplace.  Targeting  such  taxpayers 
for  large  tax  increases  related  to  their  overseas  operations  will  make  them  less 
competitive  globally  and  thus  reduce  their  ability  to  provide  U.S. -based  jobs. 

C.  Having  recognized  the  need  to  increase  the  relative  tax  burden  on  consumption,  the 
Administration  should  follow  through  on  this  recognition  by  implementing  a  broad- 
based  general  consumption  tax,  such  as  a  value-added  tax  [VAT].   We  believe  such  a 
lax,  imposed  at  a  uniform  rate  on  the  widest  possible  base  of  both  goods  and  services, 
is  the  simplest  and  fairest  method  of  raising  f\)nds  for  deficit  reduction  across  all 
social,  r^onai  and  economic  sectors. 

In  the  balance  of  my  testimony,  I  will  elaborate  on  the  general  recommendations 
made  above  and  address  a  selected  number  of  the  specific  revenue  proposals  made  by  the 
Administration. 


n.   Rate  Increases  on  Business  Taxpayers 

Corporate  Taxpayers.    Reducing  the  cash  flow  of  corporations  by  nearly  $31  billion 
over  the  next  five  years  is  no  way  to  create  jobs  and  spur  additional  investment.   Further,  it 
is  totally  unjustified  as  a  matter  of  fairness.   Corporations  are  already  much  more  heavily 
taxed  than  individuals.   In  1990,  individuals  had  aggregate  personal  income  of  $4.6  trillion 
on  which  they  paid  federal  income  taxes  of  $466.7  billion,  an  average  effective  rate  of  10 
percent.   Corporations,  on  the  other  hand,  paid  $117.4  billion  in  federal  income  taxes  on 
total  profits  of  $361.7  billion,  an  average  effective  rate  of  32.5  percent.  Thus,  under  the 
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eusting  federal  income  tax,  corporations  already  pay  a  proportion  of  their  income  that  is 
nearly  triple  that  paid  by  individuals.   The  suggestion  that  corporate  rates  must  be  increased 
so  that  corporations  pay  their  "fair  share"  is  unwarranted,  and  wholly  without  foundation. 

Another  argument  advanced  in  support  of  corporate  tax  increases  is  that  corporate 
income  taxes  don't  account  for  as  big  a  share  of  federal  revenues  as  they  used  to  several 
decades  ago.   This  argument,  in  a  word,  is  specious,  as  the  figures  below  clearly  illustrate. 


1960 

1990 

Increaee 

Personal  Income 

S409  billion 

$4,664  billion 

1,040% 

(%  of  total] 

(89»] 

[93%] 

Corporate  Profits 

$  51  billion 

$   362  billion 

610% 

(%  of  total] 

111%) 

(  7»] 

Total 

$460  billion 

$5,026  billion 

Looking  at  changes  in  the  combined  total  of  personal  income  and  corporate  profits 
between  1960  and  1990,  it  can  be  seen  that  corporations'  share  of  the  total  dropped  by  a 
little  over  a  third,  because  profits  grew  at  a  much  slower  pace  than  personal  income.    It's  no 
wonder,  then,  that  the  corporate  income  tax  share  of  total  revenues  has  also  dropped 
significantly.   To  suggest  that  we  need  to  remedy  this  with  a  corporate  tax  increase  is  a  lot 
like  saying  that  we  ought  to  raise  taxes  on  an  individual  whose  annual  income  has  dropped 
firom  $100,000  to  $66,000,  so  that  he  can  continue  to  pay  just  as  much  tax  now  as  when  he 
was  making  $100,000. 

Moreover,  the  fact  is  that  corporations-notwithstanding  the  fact  that  their  share  of 
national  income  has  significantly  decreased-still  pay  about  as  large  a  share  of  total  federal 
revenues  as  they  used  to.   This  is  because  of  the  explosive  growth  of  the  federal  payroll  tax 
burden.    Between  1960  and  1990,  annual  federal  payroll  tax  receipts  increased  from  about 
$14  billion  to  $380  billion.   It  is  our  conservative  estimate  that  approximately  one-third  of 
total  1990  federal  payroll  taxes—about  $127  billion- were  paid  by  corporate  employers. 
Adding  this  $127  billion  to  the  $94  billion  in  corporate  income  tax  receipts  for  1990  gives  a 
total  of  $221  billion,  or  about  22  percent  of  the  total  federal  tax  receipts  of  slightly  over  $1 
trillion  for  that  year.   Given  the  fact  that  corporate  profits  are  less  than  one-twelfth  as  large 
as  personal  income,  this  is  more  than  a  "fair  share." 

Individual  Taxpayers.    Many  business  taxpayers-virtually  all  of  them  small 
businesses— do  not  pay  tax  on  their  net  business  income  under  the  corporate  tax  rate 
schedules.   This  is  ba:ause  they  either  are  unincorporated  and  doing  business  as  sole 
proprietors  or  p)artners  or,  if  incorporated,  are  paying  tax  on  this  income  under  the  individual 
rate  structure  pursuant  to  subchapter  S  of  the  Internal  Revenue  Code  [Code].   The  proposed 
increases  in  the  individual  rate  structure  will  therefore  reduce  the  retained  earnings  of  such 
businesses,  earnings  that  would  otherwise  be  available  for  job  creation  or  productivity- 
improving  investment.   We  think  it  is  essential  that  this  problem  be  addressed.    One 
approach  would  be  to  hold  the  top  rate  on  the  business  income  of  individual  taxpayers  at  its 
current  level  of  31  percent,  using  calculations  similar  to  those  employed  under  the  pre- 1981 
maximum  tax  on  earned  income.   Under  such  an  approach,  the  non-business  income  of  these 
taxpayers,  such  as  interest  and  dividends,  would  still  be  subject  to  the  new  top  marginal  rate 
of  nearly  40  percent. 


in.   BTU-Based  Energy  Taxes 

NAM  views  the  proposed  BTU-based  energy  tax  as  an  extremely  unfortunate  choice. 
Although  it  appears  to  be  a  well-intentioned  attempt  to  tax  consumption,  in  reality  it  would 
amount  to  a  major  tax  on  industrial  production.   Our  preliminary  estimate  is  that  at  a 
minimum  one-third-and  possibly  more— of  the  total  BTU  tax  would  fall  directly  on  industrial 
production  processes,  LSx,  would  increase  the  cost  of  the  energy  used  by  American 
manufacturing  firms  in  making  their  products.   Thus,  the  BTU  tax  would  unilaterally 
increase  the  cost  of  U.S. -produced  goods  relative  to  foreign-produced  goods,  thereby 
impairing  U.S.  competitiveness  in  both  domestic  and  overseas  markets.   And,  there  is  no 
way  to  impose  a  comparable  cost  penalty  on  foreign-based  production  that  would  be 
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consistent  with  our  treaty  obligations  under  the  General  Agreement  on  Tariffs  and  Trade 
[GATT]. 

Our  preliminary  econometric  analysis  of  the  effect  of  the  proposed  BTU  tax  is  that, 
by  1998,  slighUy  more  than  600,000  jobs  will  have  been  lost,  and  GDP  will  be  $38  billion 
lower  than  otherwise.   We  think  it  is  noteworthy  that  over  half  of  the  GDP  and  job  losses 
associated  with  the  Administration's  economic  program  can  be  directly  attributable  to  the 
proposed  BTU  tax,  even  though  that  tax  represents  well  under  a  third  of  the  tax  increases 
being  proposed. 

The  impact  of  a  BTU  tax  would  be  extremely  disparate,  both  by  geographic  region 
and  by  business  sector.   There  are,  for  example,  wide  variations  by  state  in  the  amount  of 
energy  used  to  generate  a  doUar  of  gross  state  product.    It  has  been  estimated  that,  on 
average,  it  takes  15,700  BTUs  of  energy  to  produce  a  dollar  of  state  economic  output.   The 
range  of  energy  intensiveness,  however,  is  quite  wide,  running  from  44,600  BTUs  per  dollar 
of  output  in  Louisiana  to  less  than  one- fifth  that  amount-8,100  BTUs  per  dollar  of  output-in 
New  York.   The  states  that  would  experience  the  most  adverse  consequences  from  the  BTU 
tax  are  listed  in  Table  2  in  the  Appendix.   They  are  primarily  in  the  South  and  West. 

Variations  in  the  impact  of  a  BTU  tax  by  specific  business  will  also  be  enormous,  as 
shown  in  Table  3  in  the  Appendix  with  regard  to  manufacturing  firms.   The  largest  use  of 
energy  per  dollar  of  value  added  occurs  in  nitrogenous  fertilizers  (192.1  thousand  BTUs  per 
dollar),  cement  (150.7),  petroleum  refining  (143.4),  paperboard  (96.3),  blast  furnaces  and 
steel  mills  (95.9),  and  primary  aluminum  (65.3).   On  average,  manufacturing  firms  consume 
12,100  BTUs  per  dollar  of  value-added.   By  comparison,  most  services  are  much  less 
energy-intensive.    Since  the  BTU  tax  will  therefore  will  fall  more  heavily  on  the 
manufacturing  sector  than  on  the  service  sector,  it  should  be  no  surprise  that  we  find  this 
unfair  and  objectionable  as  a  matter  of  basic  principle.    An  even  wider  economic  interest  is 
at  stake,  however,  because  exports  of  manufactured  goods  account  for  over  80  percent  of 
U.S.  merchandise  exports,  and  are  three  times  greater  than  service  exports.   Manufacturing 
exports  have  in  recent  years  accounted  for  30  to  40  percent  of  U.S.  economic  growth. 

For  all  the  foregoing  reasons,  the  BTU  tax  is  a  greatly  inferior  approach  to  taxing 
consumption.   As  I  will  discuss  at  greater  length  later  in  this  testimony,  NAM  believes  a  fai 
superior  approach  would  be  a  broad-based  general  consumption  tax  such  as  a  VAT. 


IV.   Limits  on  Business  Expense  Deductions 

The  Administration  has  proposed  a  large  variety  of  changes  which  would  either 
restrict,  or  in  some  cases  deny  outright,  deductions  for  certain  types  of  business  expenses. 
Among  the  categories  affected  are  executive  compensation,  business  meals  and  entertainment, 
contributions  to  pension  and  profit  sharing  plans,  lobbying  expenses  and  club  dues.   I  will 
not  comment  on  the  specifics  of  each  category  of  deduction  being  attacked  under  the 
Administration's  plan.   This  is  because  our  strong  opposition  to  each  of  these  changes  is 
grounded  in  basic  principle  and  has  little  or  nothing  to  do  with  the  particular  details  of  the 
deduction  in  question. 


The  basic  principle  in  question  is  this:   As  applied  to  business  taxpayers,  the  federal 
income  tax  has  traditionally  b««n  understood  to  be  a  tax  on  net  income,  l£»,  on  gross  income 
less  deductions  for  all  costs  incurred  in  producing  such  income.   Denial  of  a  deduction  for  all 
or  part  of  costs  incurred  in  the  ordinary  course  of  a  trade  or  business  changes  the  nature  of 
the  tax  system  from  a  tax  on  income  to  a  tax  on  gross  receipts.    Gross  receipts  constitute,  in 
NAM'S  view,  a  wholly  inappropriate  and  inequitable  base  for  the  imposition  of  federal  taxes 
on  business  income,  leading  to  widely  disparate  tax  burdens  among  business  taxpayers. 

In  some  cases,  such  as  the  proposed  deduction  limits  for  executive  compensation, 
additional  objections  ^>ply.   Ln  that  situation,  for  example,  the  proposed  limitation  would  [1] 
substitute  the  judgment  of  the  legislature  in  a  matter  properly  reserved  to  shareholders  and 
directors  and  [2]  result  in  double  taxation,  since  compensation  for  which  a  deduction  is 
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disallowed  would  nonetheless  be  included  in  the  gross  income  of  the  recipient. 

Our  fundamental  objection  to  this  entire  group  of  proposed  changes,  however,  is  that 
they  seriously  erode  the  long-standing  concept  of  the  federal  income  tax  as  a  tax  on  net 
business  income  rather  than  gross  business  income.   These  changes  would  continue  a 
troublesome  precedent  that  began  in  earnest  in  1986  with  the  limitation  of  the  business  meals 
and  entertainment  deduction  to  80  percent.    What's  next?  90  percent  of  rent?   80  percent  of 
advertising?   70  percent  of  telephone  charges?   The  slope  gets  very  slippery  very  fast.    All 
these  proposed  restrictions  on  deductibility  should  be  dropped. 


V.   Tax  Increases  on  Multinational  Taxpayers 

The  President's  plan  proposes  a  number  of  changes  that,  in  effect,  would  substantially 
increase  the  U.S.  income  taxes  paid  by  U.S.  multinational  taxpayers  with  respect  to  their 
overseas  operations.    NAM  opposes  these  changes  because  they  constitute  unsound  economic 
policy.   The  principal  reason  U.S.  multinational  taxpayers  have  facilities  and  operations 
overseas  is  so  they  can  compete  effectively  in  the  global  marketplace,  not  so  they  can  reduce 
U.S.  jobs.    Indeed,  successfiil  overseas  operations  usually  supfwrt  many  U.S. -based 
managerial,  administrative,  research  and  production  jobs. 

One  example  should  suffice.   The  Administration  proposes  to  assign  all  foreign  source 
royalty  income,  including  royalties  related  to  active  operations,  to  the  separate  foreign  tax 
credit  limitation  category  for  passive  income.   This  will  typically  give  rise  to  excess  foreign 
tax  credits  and  increase  current  U.S.  tax  liability.   Existing  law  already  assigns  passive 
royalties  U>  the  passive  income  'basket. "   Assigning  active  royalties  to  the  passive  income 
basket  would  be  inappropriate  for  a  number  of  reasons: 

—       It  unfairly  penalizes  companies  who  choose  licensing  arrangements,  rather  than  direct 
sales  activities,  as  a  way  to  enter  international  markets  with  U.S. -developed  goods 
and  services.   The  availability  of  foreign  tax  credits  should  not  depend  upon  the 
manner  in  which  a  U.S.  taxpayer  conducts  its  foreign  operations. 


—      The  policy  underlying  creation  of  the  passive  income  basket  does  not  apply  here.    A 
separate  basket  has  been  deemed  appropriate  for  categories  of  income  where  the 
income  source  is  easily  manipulable,  for  example,  interest  on  the  investment  of  idle 
cash.   The  source  of  royalty  income  is  not  easily  manipulable,  since  it  takes  its  source 
from  the  location  where  the  license  is  used.    Hence,  once  a  U.S.  company  decides  to 
market  its  product  in  a  given  country  through  a  licensing  arrangement,  the  source  of 
the  income  is  pre-determined. 

The  proposed  change  in  the  treatment  of  royalties  should  be  abandoned. 


VI.   Selected  Revenue-Losing  Proposals 

Investment  Tax  Credits.   The  Administration  has  proposed  two  investment  tax  credits 
[ITCs].   One  is  temporary  and  available  only  through  the  end  of  1994,  and  is  further  limited 
by  being  available  only  for  incremental  increases  in  investment  over  the  amount  invested 
during  a  specified  prior  base  period.   The  other  ITC  being  proposed  is  permanent  but 
available  only  to  taxpayers  with  annual  gross  receipts  not  exceeding  $S  million. 

The  temporary  incremental  ITC  is  unfair,  most  likely  unworkable,  and  in  any  event 
will  be  of  marginal  utility.   Despite  its  announced  goal  of  not  rewarding  investment  that 
would  otherwise  take  place,  it  will  in  fact  reward  a  great  deal  of  investment  that  is  going  to 
take  place  anyway.   The  first  reason  is  that,  because  of  this  credit's  tempwrary  feature, 
investment  that  would  otherwise  take  place  in  1995  or  1996  might  be  advanced  into  the 
"window"  period  that  ends  in  December  1994,  with  little  or  no  net  increase  in  the  amount  of 
investment  that  takes  place  over  the  period  1993-1996. 
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The  more  fundamental  flaw,  however,  is  due  to  the  incremental  feature,  which  will 
penalize  a  taxpayer  coming  off  a  high  point  in  its  capital  investment  cycle  and  provide  a 
relative  windfall  for  a  taxpayer  fortunate  enough  to  be  coming  off  a  low  point  in  its 
investment  cycle.    Because  the  principal  variable  determining  whether  a  taxpayer  will  be  able 
to  qualify  for  the  temporary  incremental  ITC  is  where  that  taxpayer  happens  to  t>e  in  its 
investment  cycle,  there  simply  is  no  way  to  write  the  Code  provision  or  the  implementing 
Treasury  regulations  in  a  way  that  will  make  the  availability  of  this  credit  anything  but 
arbitrary  and  c^ricious.   Firms  that  sacrificed  to  maintain  heavy  investment  commitments  in 
the  face  of  the  recently-ended  recession,  rather  than  cut  back  on  such  commitments,  will  be 
especially  disadvantaged  for  having  done  so. 

Based  on  the  limited  information  now  available  about  the  temporary  incremental  ITC, 
its  limiting  and  restrictive  rules  promise  to  add  an  enormous  amount  of  complexity  to  our 
already  byzantine  tax  laws,  with  little  payoff  in  increased  capital  investment  over  the  long- 
term.   We  therefore  recommend  that  the  temporary  ITC  proposal  simply  be  abandoned,  and 
that  proposed  tax  increases  totalling  three  times  the  static  revenue  loss  associated  with  the 
temporary  ITC  also  be  dropped.   This  recommendation  is  based  on  the  overall  three-to-one 
ratio  of  tax  increases  to  tax  incentives  under  the  President's  proposed  plan.   Our  first  choice 
of  trade-ofT  would  be  elimination  of  the  proposed  corporate  rate  increase. 

Our  major  problem  with  the  proposed  permanent  ITC  is  that  most  of  our  members, 
including  over  60  percent  of  our  small  members,  have  gross  receipts  in  excess  of  $S  million 
annually  and  would  be  ineligible.   NAM  continues  to  believe  that  the  simplest,  most  effective 
device  for  stimulating  increased  productivity-improving  investment  is  a  permanent,  non- 
incremental  ITC  that  is  generally  available  to  all  taxpayers.    If  this  is  not  deemed  feasible, 
but  there  still  remains  a  desire  to  provide  investment  incentives  that  are  limited  to  small 
business  taxpayers,  there  is  no  need  in  that  case  to  clutter  up  the  Code  with  a  new  provision. 
It  would  be  hi  simpler  merely  to  increase  the  Code  section  1 79  dollar  limit— presently 
$10,000— on  the  annual  amount  of  capital  investment  that  a  small  taxpayer  can  'expense* 
rather  than  depreciate. 

Alternative  Minimum  Tax  FAMTl  Relief.  Any  tax  bill  seeking  to  promote  increased 
productivity-improving  investment  must  address  the  corporate  AMT  issue.  It  has  been 
estimated  that  over  half  of  all  large  manufacturing  firms  are  now  in  the  AMT  rather  than  the 
regular  tax  system.  These  companies  are  now  being  penalized  for  having  made  large  coital 
outlays  in  more  profitable  times.  Under  the  AMT,  cash  flow  that  could  otherwise  be  used  to 
Aind  new  jobs  or  more  investment  is  instead  being  forvrarded  to  the  Treasury  Department  as, 
in  effect,  a  prqiayment  of  regular  tax  liability. 

We  are  encouraged  to  find  that  the  President's  tax  proposals  include  AMT  relief.   In 
our  view,  whatever  relief  is  ultimately  crafted  should  seek  to  provide  significantly  better 
treatment  of  depreciation  under  the  AMT  system.   At  present,  corporate  taxpayers  in  the 
regular  tax  system  have  access  to  a  somewhat  accelerated  depreciation  system  that,  if  not  as 
good  as  the  1981  Accelerated  Cost  Recovery  System  [ACRS],  is  at  least  better  than  what 
existed  prior  to  1981.   Taxpayers  in  the  corporate  AMT  system,  however,  must  currently  use 
depreciation  calculation  much  worse  than  those  in  effect  before  1981.   Liberalizing  AMT 
depreciation  so  that  it  approximated  the  pre- 1981  system  would  be  a  helpful  step  forward. 


Vn.   Consumption  Taxes 

NAM  believes  that  income  from  work,  savings  and  investment  is  taxed  too  heavily 
under  the  federal  tax  system  as  it  exists  today,  and  agrees  with  the  President  that  shifting 
more  of  the  natioiud  tax  burden  onto  consumption  is  desirable.    In  our  view,  however,  this 
would  be  best  achieved  not  through  a  BTU  or  other  form  of  energy  tax,  but  through  a 
general  national  consumption  tax— for  example,  a  VAT— imposed  at  a  uniform  rate  across  the 
broadest  possible  base  of  both  goods  and  services.    A  general  tax  on  consumption  would  not 
penalize  U.S. -based  firms,  while  energy  taxes  would  make  American  firms  less  competitive. 
Moreover,  the  burdens  of  a  general  consumption  tax  would  be  spread  more  equitably  over 
the  oitire  U.S.  economy,  rather  than  being  unfairly  concentrated  on  a  single  sector  that  is 
already  suffering  disproportionately  firom  large  non-tax  burdens  imposed  by  government  fiat, 
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such  as  the  rapidly  escalating  costs  of  environmental  regulation  and  the  severely  decreased 
opportunities  for  domestic  energy  exploration  and  production. 

One  form  of  general  consumption  tax  is  a  value-added  tax  or  VAT.   As  typically 
structured,  a  VAT  is  a  transaction-based  tax  that  is  imposed  on  the  sales  of  goods  by 
businesses  at  each  stage  of  production  and  distribution,  and  on  the  sales  of  services  as  they 
arc  rendered.    As  commonly  administered,  each  taxpayer  in  the  production/distribution  chain 
collects  VAT  on  its  sales  LLc*,  outputs]  but  takes  a  credit  for  VAT  paid  on  its  purchases 
[Lfix,  inputs]  from  other  businesses,  remitting  only  the  difference  to  the  government.    End- 
users,  L£*,  consumers  who  do  not  resell,  theoretically  bear  the  full  burden  of  the  VAT.    It  is 
therefore  usually  viewed  as  equivalent  in  economic  impact  to  a  retail  sales  tax,  the  principal 
difference  being  that  it  is  collected  in  installments  rather  than  all  at  once. 

A  VAT  is  imposed  at  the  same  rate  on  both  domestically-produced  and  imported 
goods.    Almost  invariably,  domestically-produced  goods  that  are  exported  are  not  subject  to 
VAT.    This  treatment  is  fully  consistent  with  GATT  rules.    It  is  important  to  note  in  this 
regard  that  other  large  tax  increases  being  proposed  by  the  Administration— for  example,  the 
increases  in  corporate  tax  rates  and  the  rise  in  employer  payroll  taxes  for  Medicare  hospital 
insurance— also  have  anti-competitive  effects  identical  to  those  of  the  BTU  or  other  forms  of 
energy  tax:   they  unilaterally  place  U.S. -produced  goods  at  a  price  disadvantage  both  here 
and  abroad,  and  there  is  no  GATT-legal  way  to  adjust  for  this. 

It  is  noteworthy  that  the  U.S.  is  now  the  only  major  industrialized  nation  that  does  not 
employ  a  VAT  type  of  tax  to  raise  a  significant  portion  of  its  central  government  revenue. 
We  strongly  recommend  that  this  Committee  consider  adoption  of  a  general  consumption  tax 
such  as  a  VAT  as  a  replacement  for  many  if  not  all  of  the  anti-competitive  income  and 
payroll  tax  increases  contained  in  the  President's  economic  program. 


Vin.   Conclusion 

In  conclusion,  Mr.  Chairman,  we  urge  the  Congress  to  implement  the  President's 
deficit  reduction  goals  to  the  maximum  extent  possible  by  comprehensive,  enforceable 
restraints  on  spending.   To  the  extent  tax  increases  are  required  for  deficit  reduction 
purposes,  we  believe  that  a  broad-based  general  tax  on  consumption,  such  as  a  VAT,  will  do 
the  least  amount  of  harm  to  the  economy,  will  avoid  damage  to  our  international 
competitiveness  and,  if  properly  adjusted  for  so  as  to  offset  its  regressivity,  will  be  the  most 
uniformly  fair  across  all  social,  regional  and  economic  sectors. 

This  concludes  my  prepared  testimony,  Mr.  Chairman.    We  would  be  pleased  at  this 
time  to  address  any  questions  you  or  other  members  of  the  Committee  might  have. 
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APPBMDIZ 


COMPARISON  OF  RELATIVE  SIZES  OF  BUSINESS  TAX  INCREASES  AND  BUSINESS 
TAX  INCENTIVES  UNDER  CLINTON  ECONOMIC  PROGRAM 


Bu«ine»«  Tax  Incentiva» 
[1993-98;  In  bllllone] 

28.9  Parmanant  and  tamporary  investment  tax  credits 

9.6  R&D  tax  credit 

4.1  Enterprise  zones 

4.1  Low  income  housing  credit 

2.9  Exclusion  of  efflployer-paid  education  assistance 

1.6  Alternative  Dinimum  tax  [AMT]  depreciation  relief 

1.4  Real  estate  changes  (passive  loss  rules,  etc.) 

1.4  Targeted  jobs  tax  credit 

0.7  Targeted  capital  gains  tax  reduction 

0.6  Youth  apprenticeship  credit 

1.2  Miscellaneous 


Business  Tax  Increases 
[1993-98;  in  billions) 

42.1  Energy  taxes  falling  directly  on  business  operations 

37.9  Individual  tax  increases  falling  on  business  incoos  of  sole 

proprietors,  partners  and  Subchapter  S  shareholders 

30.6  Corporate  tax  rate  increase  to  36\ 

16.1  50%  limit  on  business  meals/entertainment  deduction 

14.6  Employer  half  of  Medicare  HI  payroll  tax  increases 

8.6  Tax  increases  on  international  operations 

7.1  Limitation  on  Puerto  Rico  tax  credit 

4.7  Speed-up  of  estimated  corporate  tax  payments 
3.6  Pension  plan  contribution/benefit  limitations 
2.0  Penalty  increases 

1.2  Denial  of  club  dues  deduction 

1.0     Denial  of  lobbying  expense  deduction 
0.6     Restriction  of  deduction  for  executive  compensation 
170.1 
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KNKRCY-INTENSITY  OF  SELECTED*  STATE  ECONOMIES 
[In  thouaanda  of  BTOa  par  dollar  of  groaa  atato  product) 

sma EnorgY-IntentitY 

Louiaiana  44.6 

Wyoming  34.6 

North  Dakota  29.0 

Taxaa  28.5 

Waat  Virginia  28.5 

Alaaka  28.4 

Montana  26.9 

Miaaiaaippi  26.0 

Oklahooia  24.8 

Alabama  24.2 

Indiana  23.8 

Idaho  23.3 

Naw  Haxico  22.4 

Arkanaaa  22.3 

Kantucky  22.3 

Kanaaa  21.0 

Waahington  19.6 

South  Carolina  19.4 

Utah  19.4 

South  Dakota  19.3 

Tannaaaaa  19.2 

Ohio  18.2 

Iowa  17.5 

Oragon  17 . 5 

Nabraaka  17.0 

Pannaylvania  15.7 

O.S.  Avaraga  15.7 


and  consume 


Stataa  not  shown  are  below  the  national  average  and  con 
lass  that  15,700  BTUa  per  dollar  of  gross  state  product 


American  Petroleum  Institute,  based  on  date  from  the 
Statistical  Abstract  of  the  United  States. 
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ENKKGY  OPERATING  RATIOS  BY  SELECTED  INDUSTRIES,  1988. 


Consumption  per  Dollar  of  Value 
InduBtrv  GrouPB  and  Induetrv Added  (in  thouBanda  of  BTUa) 

Pood  and  Kindred  Producta  7.6 

Tobacco  Products  1.4 

Textile  Mill  Products  10.8 

Apparel  and  other  Textile  1.3 

Lumber  and  Wood  Products  13.0 

Furniture  and  Fixtures  3 . 1 

Paper  and  Allied  Products  36.7 

Paper  Mills  64.4 

Paperboard  Mills  96.3 

Printing  and  Publishing  1.3 

Chemicals  and  Allied  Products  22.4 

Industrial  Inorganic  Chemicals,  nee  33.1 

Plastics  Materials  and  Resins  23.8 

Industrial  Organic  Chemicals,  nee  45.7 

Nitrogenous  Fertilizers  192.1 

Petroleum  and  Coal  Products  127.0 

Petroleum  Refining  143.4 

Rubber  and  Misc.  Plastics  Products  5.6 

Leather  and  Leather  Products  3.3 

Stone,  Clay  and  Glass  Products  29.5 

Cement,  Hydraulic  150.7 

Primary  Metal  Industries  45.9 

Blast  Furnaces  and  Steel  Mills  95.9 

Primary  Aluminum  65.3 

Fabricated  Metal  Products  4.4 

Industrial  Machinery  and  Equipment  2.0 

Electronic  and  Electric  Equipment  2.2 

Transportation  Equipment  2.4 

Instruments  and  Related  Products  1.3 

Misc.  Manufacturing  Industries  2.2 

All  Manufacturing  12.1 
Source!  a.S.  Department  of  Energy 
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Mr.  Kleczka.  Mr.  Hirl. 

STATEMENT  OF  J.  ROGER  HIRL,  CHAIRMAN,  EXECUTIVE  COM- 
MITTEE, CHEMICAL  MANUFACTURERS  ASSOCIATION,  AND 
PRESIDENT  AND  CHIEF  EXECUTIVE  OFFICER,  OCCIDENTAL 
CHEMICAL  CORP.,  DALLAS,  TX 

Mr.  HiRL.  Thank  you,  Mr.  Chairman.  I  am  Roger  Hirl,  president 
and  CEO  of  Occidental  Chemical  Corp.  I  am  here  to  present  the 
views  of  the  Chemical  Manufacturers  Association — the  CMA — on 
President  Clinton's  deficit  reduction  plan.  We  have  a  written  state- 
ment that  I  request  be  included  in  the  committee's  record. 

Mr.  Kleczka.  Without  objection,  it  will  be  done. 

Mr.  Hirl.  CMA  represents  more  than  90  percent  of  the  produc- 
tive capacity  for  chemicals  in  the  United  States.  Our  industry  pro- 
vides 1.1  million  high-wage,  high-tech  jobs  for  American  workers. 
CMA  strongly  supports  the  basic  goal  of  deficit  reduction,  which 
must  first  begin  with  substantial  cuts  in  Federal  spending.  We 
commend  the  President  for  his  commitment  to  deficit  reduction  and 
encourage  additional  spending  cuts. 

The  President's  program  also  calls  for  additional  taxes.  How  you 
raise  revenues  is  critical  to  the  economic  future  of  our  Nation.  Tax 
consumption,  and  you  change  behavior;  tax  manufacturing,  and 
you  kill  jobs. 

Mr.  Chairman,  CMA  urges  that  you  adopt  a  credit  method  value 
added  tax,  VAT.  It  is  now  used  by  most  of  our  trading  partners. 
The  credit  method  VAT  is  fair,  broad-based  and  easier  to  admin- 
ister than  a  Btu  tax.  It  is  a  much  better  tax  and  trade  policy  than 
current  proposals,  because  the  VAT  is  trade  neutral.  It  could  pro- 
vide increased  revenues  without  creating  competitive  disadvantage 
for  U.S. -based  manufacturers  and  the  jobs  they  provide  to  Ameri- 
cans. 

Under  the  GATT  and  the  Canadian  Free-Trade  Agreement,  a  na- 
tion may  make  border  adjustments  of  the  VAT  taxes  that  impose 
taxes  on  imports  and  provide  tax  rebates  on  exports.  In  contrast, 
there  can  be  no  border  adjustment  for  a  new  energy  tax  or  income 
taxes.  The  energy-intensive  chemical  industry  and  the  U.S.  manu- 
facturing community  it  serves  will  be  among  those  most  harmed  by 
these  new  taxes. 

In  1992,  total  chemical  exports  reached  $44  billion  and  U.S. 
chemical  trade  surpluses  totaled  $122  billion  over  the  last  10  years. 
Strong  U.S.  chemical  exports  enabled  us  to  keep  our  American 
workers  on  the  job  during  the  recession,  despite  falling  U.S.  de- 
mand for  chemicals. 

However,  U.S.  chemicals'  trade  performance  is  not  invulnerable. 
In  the  face  of  intensifying  world  competition,  the  chemicals  trade 
surplus  has  declined  from  $18.8  billion  in  1991  to  $16.3  billion  in 
1992.  I  note  that  the  fourth  quarter  of  1992,  the  trade  deficit  in- 
creased to  some  $22  billion,  the  largest  quarterly  deficit  in  2  years. 

Even  with  the  feedstock  exemption,  the  administration's  pro- 
posed Btu  tax  would  cost  the  U.S.  chemical  industry  about  $1.2  bil- 
lion annually.  That  is  four  times  the  $300  million  paid  annually  in 
Superfund  chemical  feedstock  taxes. 
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Mr.  Chairman,  preserving  the  high  wage,  high-tech  American 
jobs  now  in  our  industry  should  receive  a  higher  priority.  These  are 
the  high-tech  jobs  the  President  wants  to  preserve  and  create. 

CMA  generally  opposes  energy  taxes.  Our  reasoning  is  basic:  Any 
tax  that  raises  the  cost  of  U.S.  production  relative  to  production 
abroad  damages  our  ability  to  compete  in  both  domestic  and  inter- 
national markets.  That  simply  is  not  sound  public  policy.  Our  in- 
dustry uses  energy  both  as  a  fuel  and  as  raw  material  for  its  proc- 
esses and  could  be  gravely  wounded  by  a  unilateral  Federal  energy 
tax. 

It  is  a  myth  that  U.S.  industrial  energy  sources  are  cheap.  Many 
energy  cost  analyses  fail  to  consider  the  added  environmental  costs 
of  consuming  energy  in  the  United  States,  $4.9  billion  annually  for 
the  chemical  industry  alone,  rising  to  $10  billion  annually  by  the 
end  of  the  decade,  costs  that  are  not  imposed  by  other  major  trad- 
ing partners  on  their  industry. 

Most  countries  in  Europe  do  not  impose  heavy  taxes  on  indus- 
trial energy,  as  they  do  on  gasoline.  After  the  1980  enactment  of 
the  Superfund  chemical  feedstock  taxes,  U.S.  chemical  exports  de- 
clined and  imports  increased  sharply.  However,  after  the  amend- 
ments in  1983  and  1986  to  provide  border  adjustments  of 
Superfund,  U.S.  chemical  exports  grew  rapidly.  The  record  is  un- 
equivocal on  the  harm  to  our  industry  before  Congress  provided 
border  adjustments  on  those  Superfund  taxes. 

The  proposed  Btu  tax  could  be  much  more  damaging  to  U.S. 
chemical  trade  than  the  Superfund  taxes.  Any  tax  on  energy 
sources  must  include  an  effective  exemption  for  chemical  industry 
feedstocks.  Our  international  competitiveness  depends  on  it. 

The  administration's  proposal  would  include  an  exemption  from 
the  proposed  tax  for  nonfuel  or  feedstock  uses.  Tailoring  an  effec- 
tive tax  exemption  for  more  than  70,000  products  we  manufacture 
would  require  great  care. 

We  are  also  concerned  over  two  other  proposals  in  the  adminis- 
tration's program  to  revise  the  tax  treatment  of  foreign  royalty  pay- 
ments under  technology  licensing  agreements  and  to  increase  cor- 
porate income  tax  rates.  Our  objections  are  presented  in  more  de- 
tail in  our  formal  statement. 

In  conclusion,  let  me  state  again  that  taxing  consumption 
changes  behavior;  taxing  manufacturing  kills  jobs.  If  additional 
revenues  are  needed,  a  credit  method  value  added  tax  can  produce 
needed  revenue  without  the  additional  burdens  on  U.S.  inter- 
national trade  that  would  follow  unilateral  adoption  of  an  energy 
tax. 

Thank  you,  Mr.  Chairman. 

Mr.  Kleczka.  Thank  you,  Mr.  Hirl,  for  your  testimony. 

[The  prepared  statement  follows:] 
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STATEMENT  OF 

THE  CHEMICAL  MANUFACTURERS  ASSOCIATION 

BEFORE  THE 

HOUSE  COMMITTEE  ON  WAYS  AND  MEANS 

UNITED  STATES  HOUSE  OF  REPRESENTATIVES 

MARCH  17, 1993 


The  Chemical  Manufacturers  Association  (CMA)  appreciates  this  opportunity  to  present 
its  views  on  President  Clinton's  investment  and  deficit  reduction  plan. 

CMA  is  a  non-profit  trade  association.  Our  member  companies  represent  more  than  90 
percent  of  the  productive  capacity  for  basic  industrial  chemicals  in  the  United  States.  The 
chemical  industry  is  a  keystone  U.S.  manufacturing  industry.  Our  products  are  vital 
materials  for  the  rest  of  U.S.  manufacturing  and  the  future  of  other  U.S.  manufacturing  is 
vitally  important  to  the  U.S.  chemical  industry.  The  U.S.  chemical  industry,  despite  more 
than  a  decade  of  fundamental  restructuring,  provides  1 . 1  million  high-wage,  high-tech 
jobs  for  American  workers  -  the  kind  of  jobs  President  Qinton  wants  to  create. 
Moreover,  in  1992  the  chemical  industry  was  the  largest  U.S.  exporter,  accounting  for  $1 
out  of  every  $10  of  U.S.  goods  exports. 

Overview  of  CMA's  Position 

President  Qinton  is  to  be  commended  for  supporting  deficit  reduction.  CMA  is  eager  to 
support  and  work  for  passage  of  a  budget  plan  that  will  help  to  build  America's  economic 
future.  Much  of  the  debate  about  the  President's  plan  concerns  the  relationship  between 
spending  cuts  and  new  taxes.  This  is  an  important  issue.  CMA  believes  that  additional 
cuts  in  government  spending  beyond  those  proposed  by  the  President  should  be  made. 
The  President's  plan,  however,  calls  for  new  revenues.  If,  in  the  end,  the  Congress  calls 
for  new  revenues,  the  important  question  then  is  "how  can  additional  revenues  best  be 
raised  without  damage  to  the  economy?"  This  statement  responds  to  that  question. 

We  believe  that  "taxing  consimiption  changes  behavior,  but  taxing  manufacturing 
production  kills  jobs!"  Accordingly,  if  the  Congress  determines  that  new  revenues  are 
necessary,  the  best  alternative  is  adoption  of  the  same  credit  method  value-added  tax  that 
is  already  utilized  by  virtually  all  of  our  major  competitor  nations.  By  contrast,  we 
believe  a  Btu  tax  and  other  taxes  that  would  disadvantage  U.S.-based  production  that  must 
compete  against  foreign-based  production  would  not  be  sound  economic  policy. 

There  are  multiple  advantages  to  adoption  of  a  value-added  tax  as  an  alternative  to  other 
new  taxes  and  as  the  basis  for  a  fundamental  restructuring  of  our  tax  system  that  would 
accommodate  to  the  new  realities  of  a  global  economy.  A  value-added  tax  is  a  fair  tax.  It 
taxes  consumption  of  the  nation's  resources  and  adjustments  can  be  made  to  make  it  as 
progressive  as  other  taxes.  Second,  it  can  provide  a  major  revenue  source.  And  finally,  it 
is  one  of  the  few  taxes  that  is  trade  neutral.  It  will  not  pose  a  threat  to  U.S.-based 
manufacturing  and  other  goods  production  and  will  not  jeopardize  the  jobs  of  American 
workers. 

U.S.  Economic  Policies  Affect  International  Competitiveness 

We  are  obviously  at  a  critical  point  in  determining  our  country's  economic  future.  The 
policies  set  by  this  Congress  will  do  much  to  decide  that  future.  We  believe  that  U.S. 
economic  policies -particulariy  our  tax  poUcies-must  recognize  that  we  live  and  compete 
in  an  integrated  worid  economy.  Some  of  our  industries-particularly,  our  manufacturing 
industries-  must  compete  in  that  world  economy.  Our  policy  making  should  recognize 
that  manufactured  goods  trade  is  the  major  means  by  which  countries  engage  in 
international  economic  competition  and  that  U.S.  manufacturing  bears  the  brunt  of  the 
nation's  competition  in  the  international  economy. 

To  illustrate  these  points,  we  note  that  U.S.  merchandise  exports  are  now  7.5  percent  of 
GDP  and  imports  are  9.0  percent  But  it  is  also  important  to  recognize  that  about  80 
percent  of  all  of  U.S.  merchandise  trade  is  in  manufactured  goods.  Moreover,  the 
deterioration  of  U.S.  trade  performance  during  the  1980s  was  manifested  primarily  in 
manufactured  goods.  Most  importantly,  trade  in  goods-not  services  trade-will  remain 
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the  critical  interaction  of  the  U.S.  economy  with  the  worid  economy.  The  point  is  simply 
that  we  need  to  consider  carefully  how  our  domestic  economic  policies  will  affect  the 
competitive  position  of  U.S.  manufacturing  and  other  U.S.  industries  that  must  meet 
international  competition. 

U.S.  manufacturing's  record  has  not  been  strong  in  recent  years.  Over  the  last  two 
decades  U.S.  manufacturing  has  had  to  face  intensifying  international  competition.  In  the 
process  it  actually  shed  some  2.1  million  jobs  between  1981  and  today.  Part  of  this  job 
loss  reflects  rising  productivity  in  the  manufacturing  sector-gains  essential  to  improved 
international  competitiveness.  But  the  job  losses  also  reflect  a  decline  in  international 
competitiveness,  a  decline  in  which  U.S.  government  policies  have  played  a  role.  U.S. 
manufacturing  has  not  regained  its  earlier  strong  competitive  position.  Despite  large 
productivity  gains,  the  manufactures  trade  deficit  in  1992  rose  by  $20  billion  to  $86.7 
billion.  Moreover,  every  major  forecaster  projects  further  increases  in  U.S.  manufactures 
trade  deficits  in  the  years  ahead.  A  manufactures  trade  deficit  of  about  $100  billion  in 
1993  seems  likely. 

The  Commerce  Department  estimates  that  each  billion  dollars  of  U.S.  exports  supports 
about  19,000  jobs.  Eliminatingamanufacturestradedeficitof  $100  billion  by  a  more 
competitive  U.S.  manufacturing  sector  that  expanded  its  exports  and  captured  a  larger 
share  of  the  U.S.  market  would  create  many  hundreds  of  thousands  of  new  manufacturing 
jobs. 

But  in  the  current  environment  manufacturing  job  gains  do  not  seem  likely.  Widening 
manufactures  trade  deficits  indicate  that  U.S. -based  manufacturing  is  still  not  sufficiently 
competitive  in  the  world  economy.   Even  without  new  taxes  that  add  to  U.S.  production 
costs,  we  can  expect  not  manufacturing  job  gains  but  further  manufacturing  job  losses. 

Tax  PoUcv  and  U.S.  Manufacmrine 

Qearly,  a  strong,  internationally  competitive  U.S.  manufacturing  sector  is  essential  to  a 
strong  U.S.  economy  and  to  growth  in  U.S.  living  standards  that  compares  favorably  with 
other  industrialized  nations.  President  Clinton  has  frequently  expressed  similar  views  and 
has  emphasized  the  need  to  increase  investment  in  America  to  build  its  future 
competitiveness. 

Tax  and  other  government  policies  can  have  important  effects  on  the  costs  of  U.S. 
industry.  Yet,  notwithstanding  U.S.  manufacturing's  existing  problems  and  an  already 
imfavorable  competitive  outlook,  the  President's  plan  has  not  been  structured  in  a  way  that 
recognizes  the  effects  of  tax  and  other  U.S.  government  poUcies  on  the  abiUty  of 
U.S. -based  manufacturing  to  compete  in  U.S.  and  foreign  markets.  In  the  short  term  it 
will  raise  U.S.  manufacturing's  costs  and  further  damage  trade  performance.  And  in  the 
long  term  it  will  be  a  disincentive  to  the  higher  levels  of  investment  required  to  enhance 
U.S.  competitiveness. 

Three  key  provisions  of  the  plan  will  add  significantly  to  the  costs  of,  and  will  discourage 
investment  in,  U.S.-based  manufacturing: 

o  The  proposed  Btu  tax  would  add  significantly  to  the  costs  of  manufacturing  in 
the  United  States-over  $S  billion  annually  to  manufacturing  as  a  whole,  $1.2 
billion  of  that  to  chemicals  manufacturing  costs  alone. 

o  Proposed  changes  in  the  tax  treatment  of  income  from  royalties  and  licenses 
will  further  lower  the  returns  on  the  R&D  that  have  been  instnunental  in 
maintaining  the  intematiotud  competitiveness  of  some  of  the  strongest  American 
manufacturing  industries. 

o  The  rise  in  the  corporate  income  tax  rate  will  lower  the  rate  of  return  on 
investment  and  incentives  to  invest,  particulariy  investments  by  manufacturing 
companies  that  must  face  international  competition. 

We  believe  it  is  important  that  the  public  recognize  that  these  new  taxes  cannot  logically 
be  seen  as  tapping  "special  interests."   Instead,  each  tax  will  have  negative  effects  on  the 
international  competitiveness  and  the  profitability  of  U.S.  companies.  These  effects 
would,  unequivocally,  not  be  in  the  best  long  term  interests  of  members  of  the  U.S. 
economy— they  would  hit  persons  at  every  income  level.  This  is  because  each  increase  in 
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the  costs  of  U.S.  manufacturing  films  inevitably  must  be  borne  by  individual  members  of 
the  economy  at  all  income  levels.  Higher  costs  from  energy  taxes  translate  to  higher 
prices  to  consumere,  lower  wages  to  employees.  U.S.  jobs  lost  to  foreign  competitors,  and 
lower  profits.  In  turn,  lower  profits  lead  to  reduced  investment  and  to  lower  productivity 
and  lower  U.S.  living  standards  than  would  otherwise  be  achieved. 

CMA  believes  that,  in  a  highly  competitive  worid  economy,  it  would  not  make  sense  to 
further  tax  our  own  U.S. -based  manufacturing  prtxluction.  Again,  taxing  consumption 
changes  behavior,  taxing  manufacturing  producuon  kills  jobs!  If  Congress  decides 
additional  tax  revenues  are  required,  the  interests  of  all  Americans  are  best  served  by 
taxes  levied  on  consumption-not  by  taxes  on  U.S.-based  manufacturing.  A  credit  invoice 
method  value-added  tax  (VAT)  provides  a  widely  used  and  accepted  means  by  which  the 
costs  of  domestic  production  can  be  insulated  from  tax  effects.  Such  a  tax.  used  by 
virtually  every  other  industrialized  nation,  is  collected  at  the  border  on  imports,  rebated  on 
exports.  Accordingly.  CMA  believes  that  the  Congress  should  reject  a  Btu  tax  that  cannot 
be  border  adjusted  and  turn  to  a  credit  method  value  added  tax  (VAT)  as  a  source  of  new 
revenue  that  may  be  required,  and  as  a  replacement  for  much  of  the  existing  tax  system. 

From  the  standpoint  of  U.S.  manufacturing,  the  negative  effects  of  these  three  elements  of 
the  budget  plan- which  once  enacted  are  likely  to  remain  in  law  for  an  extended 
period-considerably  outweigh  the  less  certain  and  more  ephemeral  positive  effect  on 
interest  rates  that  is  a  primary  goal  of  deficit  reduction. 

The  above  provides  an  overview  of  CMA's  reaction  to  the  President's  plan.  The  following 
offers  more  specific  details  concerning  individual  elements  of  the  plan. 

Proposed  Btu  Tax  on  Energy  U.sed  as  Fuel  for  Production  Process  Would  Seriously  Harm 
U.S.  Manufacturing. 

CMA  opposes  energy  taxes  that  fall  heavily  on  the  manufacturing  process.  Our  reasoning 
is  basic:  Any  tax  that  raises  the  cost  of  U.S.-based  manufacturing  relative  to  competition 
abroad  damages  the  ability  of  U.S.-based  manufacturers  to  compete  in  both  domestic  and 
international  markets.  Energy  intensive  industries-including  steel,  aluminum,  pulp  and 
paper,  glass,  cement,  chemicals  and  agriculture—would  be  partjcularly  hard-hit  An 
energy-intensive  indtistiy  like  the  chemical  industry  that  uses  energy  both  as  fuel  and  as 
raw  materials  for  its  production  processes  could  be  gravely  woimded  by  unilaterally 
imposed  energy  taxes. 

CMA  estimates  that,  even  when  applied  only  to  energy  used  to  fiiel  production  processes, 
the  Administration's  proposed  Btu  tax  would  raise  U.S.  manufacturing  energy  costs  by 
over  $5  billion  yeariy.  Chemicals  is  an  energy-intensive  industry.  Its  energy  costs  alone 
would  rise  by  about  $1.2  billion  annually  with  a  feedstock  exemption,  $2.2  billion 
without  such  an  exemption.  It  should  be  noted  that  the  $1.2  billion  is  four  times  the  $300 
million  in  specific  chemical  feedstock  taxes  the  industry  is  already  paying  annually  under 
Superfiind. 

The  chemical  industry  produces  and  sells  in  a  highly  competitive  market  in  which 
margins  on  any  given  transaction  may  be  measured  in  cents  per  pound.  The  committee 
wiU  recall  that  after  the  1980  enactment  of  the  Superfund  chemical  feedstock  taxes,  U.S. 
chemical  exports  declined  and  imports  increased  sharply.  Moreover,  after  amendments  in 
1983  and  in  1986  to  provide  border  adjustments  of  the  Superfund  feedstock  taxes,  U.S. 
chemical  exports  grew  rapidly  and  by  1992  the  chemical  industry  was  the  leading  U.S. 
exporter. 

The  record  is  unequivocal  on  the  hann  that  occurred  to  our  industry  before  Congress 
provided  border  adjustments  for  Superfund  taxes.  The  proposed  Btu  tax  on  the  energy 
used-even  if  limited  to  the  energy  used  as  fuel  or  power  for  our  producticHi  processes- 
would  be  much  more  destructive  to  U.S.  chemical  trade  than  the  Superfund  tax.  This  is 
both  because  the  Btu  tax  would  be  much  more  costly  and  because,  as  a  practical  matter, 
the  energy  tax  costs  embedded  in  finished  products  cannot  be  adjusted  at  the  border  under 
the  General  Agreement  on  Tariffs  and  Trade  (GATT)  or  the  U.S.-Canada  Free  Trade 
Agreement  (CFTA). 
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Effective  Chemical  Feedstocks  Exemption  Essential  for  U.S.  Chemical  Industry. 

The  U.S.  chemical  industry  is  energy  intensive.  It  accounts  for  almost  7  percent  of  all 
U.S.  energy  consumption.  About  one-half  of  that  consumption  is  to  power  the  production 
process:  the  other  one-half  is  for  feedstocks-the  raw  materials  from  which  many 
chemicals  are  made. 

In  a  highly  competitive  world  economy,  any  tax  on  energy  sources  that  does  not  include 
an  effective,  workable  exemption  for  chemical  industry  feedstocks  could  end  the 
international  competitiveness  of  the  U.S.  chemical  industry.  We  understand  that  the 
Administration's  proposal  does  include  an  exemption  from  the  proposed  tax  for  all 
non-fiiel  uses,  including  chemical  feedstocks.  However,  the  U.S.  chemical  industry 
manufactures  more  than  70,000  products.  Tailoring  an  effective  exemption  that  would 
mitigate  the  harmful  effects  of  the  proposed  energy  tax  on  U.S.  trade  in  these  products 
will  be  difficult  and  will  require  great  care. 

Trade  Effects  of  the  Btu  Tax 

The  proposed  new  taxes  would  also  be  directly  manifested  in  U.S.  trade  perfonnance. 
Energy  is  an  important  cost  faaor  at  every  stage  of  manufacturing.  A  Btu  tax  would  raise 
the  costs  of  manufacturing  in  the  United  States.  Higher  costs  of  U.S.-based 
manufacturing  will  dampen  exports  and  increase  imports,  with  obvious  negative  effects 
on  U.S.  jobs. 

The  energy  intensive  chemical  industry  would  be  among  those  most  affected.  This  is 
significant  because  the  chemical  industry  has  for  some  yeare  been  the  epitome  of  what  we 
all  would  like  U.S.  manufacturing  to  be.  Chemicals  is  a  high  tech,  dynamic,  capital  and 
R&D  intensive  industry,  generating  about  15  percent  of  all  the  nation's  registrations  of 
new  patents.  The  U.S.  chemical  industry  employs  1.1  million  workers  and  pays  wages  to 
its  production  line  workers  that  arc  about  30  percent  above  the  average  for  U.S. 
manufacturing. 

And  it  has  also  been  internationally  competitive.  Chemical  industry  trade  perfonnance 
has  been  a  particularly  important  positive  factor  in  the  overall  U.S.  trade  picture.  For 
several  years  chemicals  has  been  the  largest  U.S.  export  seaor,  providing  $1  of  each  $10 
of  U.S.  goods  exports.  Exports  of  chemicals  reached  $44  billion  in  1992,  more  than  total 
U.S.  agricultural  exports.  U.S.  chemical  trade  suipluses  in  the  ten  years  ending  in  1992 
totaled  $122  billion. 

U.S.  chemicals  trade  perfonnance  is  not  invulnerable,  however.  Recognizing  the 
keystone  importance  of  a  chemical  industry  to  a  nation's  economy  and  the  technology  a 
chemical  industry  develops  and  transfers,  every  developing  nation  wants  its  own 
chemical  industry.  Many  developing  countries  are  building  their  own  production 
capacity.  Some  have  their  own  low  cost  sources  of  energy.  In  the  face  of  the  rcsulting 
intensifying  world  competition  the  U.S.  chemicals  trade  surplus  declined  from  $18.8 
billion  in  1991  to  only  $16.3  billion  in  1992.  Further  slippage  seems  likely,  even  without 
the  added  burden  of  incrcased  energy  taxes. 

The  effects  on  U.S.  trade  performance  from  an  incrcase  in  U.S.  chemical  production  costs 
that  will  result  from  a  Btu  tax  will,  of  course,  extend  far  beyond  U.S.  chemicals  trade. 
The  costs  of  downstream  U.S.  manufacturers-and  their  prices-will  rise  to  reflect  the 
increased  costs  of  the  chemicals  they  use  and  the  rise  in  their  own  energy  costs.  This  will 
damage  their  ability  to  compete  in  U.S.  and  foreign  maikets. 

The  Btu  Tax  and  Energy  Independence 

The  Administration  projects  that  the  proposed  Btu  tax  will  have  favorable  effects  on  oil 
imports,  reducing  the  oil  import  bill  by  some  $4  billion  from  the  baseline  forecast  by  the 
year  2000,  a  3  percent  decline  from  the  level  that  would  result  absent  a  Btu  tax.  Such  a 
reduction,  if  achieved,  would  be  welcome  but  hardly  a  signiflcant  move  away  from  import 
dependency.  Moreover,  whether  any  reduction  will  actually  occur  is,  at  best,  highly 
questionable.  One  recognized  authority,  Philip  Verieger,  Jr.  of  the  Institute  for 
International  Economics,  believes  that  the  proposed  Btu  tax  may  actually  increase  U.S. 
dependence  on  oil  impoits  as  well  as  the  dollar  value  of  the  imports.  This  may  occur 
because  the  tax  may  exert  a  greater  negative  effect  on  domestic  oil  production  than  it  does 
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on  total  U.S.  consumption.  And  these  oil  import  increases  would  be  in  addition  to  the 
trade  balance  deterioration  in  other  products  that  would  stem  from  the  increased  costs  of 
U.S.  manufacturing  industries. 

The  Btu  Tax  and  the  Environment 

Environmental  benefits  are  claimed  for  the  Btu  tax  but  the  structure  and  level  of  the  Btu 
tax  rates  are  such  that  it  will  actually  engender  little  or  no  envirorunenial  improvement 
There  are  potentially  much  more  effective  and  efficient  ways  of  achieving  most 
environmental  goals.  The  Btu  tax  is  primarily  a  revenue  raiser.  At  the  proposed  rates, 
however,  it  is  a  cumbersome,  expensive  tool  that,  although  it  hits  some  industries  hard, 
raises  relatively  small  amounts  of  total  revenue.  Much  of  the  revenues  would  actually 
come  from  the  tax  on  gasoline.  The  Administration  estimates  the  Btu  tax  will,  in  effect, 
raise  the  price  of  gasoline  about  9  cents  per  gallon.  The  implicit  tax  on  gasoline  will 
provide  about  forty  percent  of  the  total  revenue  of  $22.3  billion  the  Btu  tax  is  projected  to 
raise  by  1997. 

There  is,  however,  good  reason  to  fear  that  the  proposed  Btu  tax  rates  are  only  the 
begirming~the  thin  end  of  the  wedge--and  that,  over  time,  the  rates  would  be  increased  in 
real  terms.  This  is  likely  because,  at  best,  the  current  budget  plan  makes  only  a  beginning 
in  the  reduction  of  Federal  budget  deficits  and  because  extending  health  coverage  to  all 
Americans  may  be  seen  as  requiring  additioruil  funds.  Once  a  new  bureaucracy  is  created 
to  administer  a  Btu  tax,  there  will  be  a  natural  tendency  to  want  to  use  this  new  revenue 
source  to  generate  still  more  fimds.  These  tendencies  will  be  buttressed  by  pressures  from 
environmentalists  who  see  cuts  in  energy  consumption  as  an  important  goal.  The  result 
would  be  an  even  greater  disadvantage  to  U.S.-based  production  than  would  result  from  a 
Btu  tax  at  the  currentiy  proposed  rates. 

A  Btu  Tax  and  Industrial  Efficiency 

Much  of  the  support  for  energy  taxes  seems  to  be  based  on  a  presumption  that  energy  is 
cheap  in  the  United  States,  resulting  in  its  inefficient  use.  Some  argue  that  energy  taxes 
will,  tiierefore,  promote  decreased  energy  consumption  and  increased  energy  efficiency 
with  no  loss-pethaps  even  a  gain--to  U.S.  international  competitiveness.  But  this 
perception  stems  primarily  from  the  relatively  low  gasoline  taxes  in  ttie  United  States.  In 
fact,  contrary  to  popular  belief,  U.S.  industrial  energy  sources  are  not  cheap  compared  to 
those  paid  by  foreign  industry.  Gasoline  is  often  much  more  heavily  taxed  by  foreign 
governments  but  they  do  not  impose  similar  taxes  on  industrial  use  of  energy.  Analyses 
of  energy  costs  typically  do  not  focus  on  industrial  energy  costs.  In  addition,  international 
comparisons  of  energy  costs  inevitably  fail  to  consider  the  added  environmental  costs  of 
energy  use  and  consumption  in  the  United  States-costs  not  imposed  by  our  major  trading 
partners. 

In  fact,  U.S.  industry  caiuiot  use  or  consume  energy  as  a  raw  material  or  fuel  without 
meeting  tough,  mandated  pollution  abatement  and  control  standards.  The  costs  of 
meeting  these  standards  can  be  very  high.  For  example,  the  U.S.  chemical  industry  now 
pays  about  $4.9  billion  annually  for  pollution  abatement  and  control,  and  by  the  end  of 
the  decade  spending  for  this  purpose  wiU  double  to  almost  $10  billion  in  real  terms. 
Pollution  abatement  and  control  measures  typically  lower  productivity  and  increase 
energy  costs.  Therefore,  Uie  high  cost  of  meeting  these  pollution  abatement  and  control 
standards  must  be  considered  as  pan  of  U.S.  manufacturing's  total  energy  costs. 

Concerning  the  theory  that  an  energy  tax  will  increase  energy  efficiency,  manufacturing 
firms  that  must  compete  in  the  worid  economy  do  not  need  another  tax  to  make  them 
more  competitive.  To  survive  in  an  ever  more  competitive  world,  U.S.-based 
manufacturing  firms  must  improve  efficiency  in  every  aspea  of  their  production, 
including  energy  use.  The  U.S.  chemical  industry,  for  example,  has  improved  its  overall 
energy  efficiency  by  43  percent  over  the  last  two  decades.  Instead  of  spurring  energy 
efficiency,  a  Btu  tax  would  drain  corporate  funds  that  would  otherwise  be  available  for 
R&D  or  to  invest  in  new,  more  efficient  plant  and  equipment.  A  Btu  tax  would  be  an 
additional  handicap  on,  and  disincentive  to,  investment  in  U.S.-based  manufacturing. 

A  Btu  Tax  Would  Be  A  Unilateral  U.S.  Action 

Some  also  may  argue  that  our  competitors,  particularly  in  the  European  Community  (EC), 
will  be  imposing  energy  taxes-perhaps  a  carbon  tax-so  that  we  need  not  be  concerned 
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about  a  loss  of  U.S.  competitiveness  ftom  a  Btu  tax.  There  are  several  responses  to  this 
argument.  First,  our  competition  is  global,  not  just  in  the  EC.  Indeed,  EC  chemical 
production  now  represents  only  about  one-fourth  of  the  v^rorid  total.  Second,  the 
Europeans  have  not  yet  instituted  such  a  tax.    Whether  they  will  do  so  is  problematical. 
Third,  when  and  if  they  do  institute  an  energy  tax,  they  will  not  handicap  ttieir 
manufacturing  industries.  The  various  proposals  that  are  being  examined  make  it  clear 
that  this  will  be  the  case.  And.  recognizing  their  dependency  on  trade,  there  is  every 
reason  for  them  to  ensure  against  harm  to  their  major  industries.  For  example  Germany's 
chemical  trade  surpluses  for  1990  and  1991  summed  to  $33.7  billion.  But  just  as  is  true 
of  the  United  States,  in  an  environment  of  increasing  international  competition 
Germany's  chemical  trade  surplus  is  already  in  jeopardy,  even  without  new  taxes.  In  this 
situation   Germany's  tax  policy  is  not  likely  to  handicap  the  trade  performance  of  its 
chemical  industry. 

Again,  given  the  disadvantages  that  a  Btu  tax  would  impose  on  U.S.-based 
manufacturing,  it  is  important  to  recognize  that  there  is  no  valid  way  under  the  General 
Agreement  on  Tariffs  and  Trade  (G ATT)  or  the  Canadian  Free  Trade  Agreement  (CFTA) 
to  neutralize  the  harmful  effects  of  an  energy  or  environmental  tax  on  U.S.  trade.  In 
effect,  a  Btu  tax-and  the  other  new  taxes  on  U.S.-based  production  that  are  proposed  in 
the  President's  plan-would  penalize  U.S.  exports  in  world  markets,  encourage  U.S. 
imports,  and  add  to  a  growing  U.S.  trade  deficit 

Propo.sed  Treatment  of  Royalty  Pavments  under  Technology  Licen-sing  Agreements 
Wniilri  Pp.nali7P.  1 1  .S  -ha.«iR<1  Manufacturing. 

The  U.S.  chemical  industry  has  very  large  investments  in  production  facilities  in  many 
foreign  countries.  The  chemical  industry  is  also  among  the  leading  developers  of  new 
technology  and  holders  of  patents  both  in  the  United  States  and  woridwide.  U.S.  parent 
companies  earn  significant  income  from  the  engineering  and  technical  services  they 
provide  to  their  overseas  affiliates.  In  addition,  the  income  from  licensing  of  their 
technologies  overseas-primarily  licensing  to  affiliates  by  their  U.S.  parents—is  an 
important  source  of  the  income  and  international  competitiveness  of  U.S.  chemical 
companies.  U.S.-based  research  costs  are  very  large  and  must  be  amortized  over  sales  in 
global  markets  if  current  levels  of  R&D  are  to  be  maintained.  Increased  taxation  of  the 
earnings  from  licensing  is  hence  a  long  term  threat  to  the  competitiveness  of  U.S.-based 
manufacturing. 

The  proposal  to  treat  all  income  ftom  royalties  and  from  engineering  and  technical 
services  earned  from  the  taxpayer's  active  conduct  of  trade  or  business  as  passive  income 
thus  defies  logic  and  lacks  any  coherent  policy  rationale.  Moreover,  the  proposal  appears 
destined  to  achieve  precisely  the  opposite  of  the  stated  goals  of  the  Administration's 
comprehensive  economic  plan. 

Instead  of  stimulating  job  creation  and  providing  an  environment  for  long  term  growth, 
this  proposal  more  likely  would  reduce  the  nimiber  of  U.S.-based  high  tech  and  research 
jobs,  while  damaging  the  profitability  of  U.S.  companies  and  the  long  term 
competitiveness  of  U.S.-based  manufacturing.  Instead  of  improving  the  domestic  base  for 
the  export  of  U.S.-based  technology,  it  is  more  likely  the  proposal  would  increase  imports 
of  technology  and  at  ttie  same  time  would  increase  exports  of  associated  jobs,  growth,  and 
capital.  Finally,  when  royalty  payments  are  made  from  one  related  party  to  another,  the 
proposal  arbitrarily  differentiates  royalties  from  other  types  of  itKome,  such  as  dividends 
and  income,  received  firom  related  parties. 

Present  Corporate  Tax  Rates  Maintain  U.S.  International  Competitiveness. 

The  Administration's  economic  stimulus  program  should  seek  to  maintain  the 
competitiveness  of  U.S.-based  manufacturers  and  the  American  jobs  they  provide.  U.S. 
tax  rate  changes  will  affect  manufacturing's  international  competitiveness.  SitKe  1986. 
virtually  all  major  trading  nations  have  reduced  their  own  coiporate  and  business  tax  rates 
to  at  or  near  U.S.  levels.  Raising  U.S.  income  tax  rates  under  these  circumstatKes  would 
only  increase  the  tax  burden  of  U.S.  exports  in  worid  markets  and  the  corresponding  tax 
advantage  of  imported  products  in  the  United  States.  The  most  important  provision  for 
long  term  economic  growth  would  be  to  retain  the  corporate  income  tax  rates  enacted  in 
the  1986  Tax  Refonn  Act 
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New  policies  and  programs  for  economic  stimulus  should  not  be  paid  for  by  increasing 
these  marginal  income  tax  rates. 

Revise  Allemative  Minimum  Tax  for  Effective  Economic  SUmulus. 

CMA  commends  the  Administration  for  its  efforts  to  improve  the  corporate  alternative 
minimum  tax  ("AMT").  especially  with  respect  to  the  treatment  of  depreciation.  We 
would  suggest  that  you  further  revise  the  AMT  to  provide  additional  stimulus  to  the 
economy.  A  majority  of  large  corporations  especially  coital  intensive  manufacturers  are 
now  in  a  minimum  tax  position.  The  Administration's  proposed  incremental  investment 
tax  credit  could  be  used  to  reduce  the  AMT  tax  burden.  After  first  meeting  the  restricted 
qualifications  to  use  the  proposed  temporary  incremental  investment  tax  credit,  the  credit 
could  offset  a  maximum  of  only  25  percent  of  AMT  liability.  If  the  temporary  tax  credit 
is  to  provide  a  significant  incentive  to  corporate  AMT  taxpayers,  much  more  reform  is 
needed. 

The  AMT  burden  is  especially  hannful  to  the  competitiveness  of  U.S.  manufacturing 
when  that  liability  arises  from  expenditures  to  meet  mandated  Congressional 
environmental  standards  that  do  not  produce  income.  Many  of  our  members  now  pay  the 
AMT  because  they  have  made  high  capital  expenditures  to  meet  government  mandated 
pollution  standards  while  their  earnings  and  taxable  income  are  low.  Ironically,  they  and 
other  manufacturers  pay  the  additional  AMT  tax  penalty  when  they  can  least  afford  it. 
Sound  public  policy  dictates  that  these  taxpayers  who  are  investing  to  comply  with 
mandated  environmental  standards  should  not  bear  the  additional  economic  burden  of  the 
AMT. 

Conclusion 

It  h!»s  often  been  noted  that  small  businesses  have  been  responsible  for  most  of  the 
nation's  job  creation  in  recent  years.  This  has  provided  a  rationale  for  granting  them  tax 
incentives.  CMA  welcomes  this  attention  to  the  problems  of  small  businesses.  However, 
most  small  businesses  are  in  various  kinds  of  services  industries,  ranging  from  restaurants 
to  computer  software  and  cleaning  services.  Many  of  them  provide  their  services  to 
manufacturing  firms  but  very  few  directly  face  international  competition. 

But  U.S.  manufacturing-much  of  which  is  "big  business"-does  have  to  face  intematioiud 
competition.  And  in  a  world  economy  in  which  that  competition  becomes  tougher  every 
year,  smaller  and  smaller  additions  to  the  cost  of  production  can  tilt  the  competitive 
balance  and  the  location  of  manufacturing  production. 

Popular  attitudes  often  seem  to  favor  "small  business"  but  look  less  kindly  on  big 
business.  Yet,  for  the  most  part  it  is  the  large  firms  that  pay  the  higher  wages,  provide 
their  employees  costly  health,  pension,  and  other  benefits,  bear  the  brunt  of  international 
competition,  and  provide  the  vast  majority  of  U.S.  exports.  Small  businesses  play  only  a 
small  role  in  international  trade.  But  small  businesses  in  the  United  Slates  cannot  achieve 
their  fuU  potential  if  U.S.  manufacturing  fails  in  international  competition.  Moreover,  the 
debt  and  equity  instruments  of  the  larger  companies  are  the  major  holdings  of  private 
sector  pension  funds.  Lower  corporate  profits  mean  less  secure  pension  funds.  Rising 
corporate  profits  enhance  the  ability  of  retirement  funds  to  meet  their  obligations  to 
retirees. 

The  point  of  this  testimony  is  a  simple  one.  An  effective  U.S.  economic  recovery  plan 
that  looks  to  the  long  term  must  preserve  and  enhance-not  impair-the  competitiveness  of 
U.S. -based  manufacturing  and  the  American  jobs  it  provides.  Again,  taxing  corLsumption 
changes  behavior.  But  taxing  manufacturing  production  kills  jobs!  Providing  short  tenn 
economic  incentives  to  some  sectors  of  the  economy  at  the  expense  of  others  will  not  help 
the  economy  as  a  whole.  Indeed,  paying  for  these  incentives  by  increasing  Federal 
corporate  income  tax  rates  or  by  imposing  a  new  energy  tax  or  environmental  tax  would 
be  worse  than  no  actioiL 

If  Congress  decides  additional  revenues  are  required,  our  trading  partners  around  the 
world  have  demonstrated  that  a  credit  method  value-added  tax  can  produce  needed 
revenue  without  imposing  additional  burdens  on  international  trade.  A  credit  method 
value-added  tax  is  also  one  of  the  few  tax  proposals  valid  under  GATT  that  could  increase 
U.S.  saving  and  would  increase  the  share  of  U.S.  goveinment  costs  borne  by  imported 
products  and  manufactures. 
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CMA  does  not  ask  for  special  favors  for  U.S.  manufacturing.  Instead,  it  asks  only  that 
government  not  disadvantage  U.S.-based  manufacturing  in  its  evermore  difficult  stniggle 
to  remain  comoetitive  in  the  worid  economv 


to  remain  competitive  in  the  worid  economy 


609 

Mr,  Kleczka.  We  have  a  pinch  hitter  today  for  the  Equipment 
Leasing  Corporation  of  America.  It  is  Edward  Dahlka.  Mr.  Dahlka, 
welcome. 

STATEMENT  OF  EDWARD  A  DAHLKA,  JR.,  DIRECTOR, 
EQUIPMENT  LEASING  ASSOCIATION  OF  AMERICA 

Mr.  Dahlka.  Thank  you,  Mr.  Chairman  and  ladies  and  gentle- 
men. I  am  here  today  as  the  director  for  the  Equipment  Leasing 
Association  of  America.  We  want  to  address  two  of  President  Clin- 
ton's tax  proposals  to  stimulate  the  American  economy:  first,  the 
reinstatement  of  the  investment  tax  credit;  and  two,  the  modifica- 
tion of  the  AMT  depreciation  schedule. 

The  equipment  leasing  industry  supports  the  reinstatement  of 
the  investment  tax  credit  and  believes  that  a  tax  credit  which  has 
the  effect  of  lowering  the  cost  of  capital  will  act  as  a  stimulus  for 
all  types  of  American  companies  to  acquire  new  and  more  produc- 
tive equipment.  Details  on  how  equipment  leasing  will  be  treated 
under  the  new  ITC  are  not  available  yet;  however,  the  final  legisla- 
tion enacted  by  Congress  must  recognize  two  important  economic 
facts. 

First,  equipment  leasing  companies  provide  over  $120  billion  in 
capital  for  new  equipment  each  year.  This  was  32  percent  of  all  du- 
rable goods  acquired  in  1992,  according  to  the  U.S.  Chamber  of 
Commerce. 

More  equipment  is  acquired  through  leases  than  acquired 
through  loans.  The  only  way  companies  can  benefit  from  any  ITC 
equipment  acquisitions  earned  under  the  President's  proposal  is  to 
lease  the  equipment  and  to  have  leasing  companies  utilize  what- 
ever ITC  was  earned  on  the  acquired  equipment. 

An  investment  tax  credit  that  fails  to  accommodate  these  two  re- 
alities will  fail  to  help  companies  that  rely  on  leasing — small,  fast 
growing,  new  and  technology-oriented  companies.  Leasing  expands 
the  capital  available  to  business.  It  fights  the  credit  crunch. 

The  unique  structure  of  a  lease  contrasted  with  a  loan — that  is, 
longer  terms,  fixed  payments  and  residual  balance  at  lease  end-al- 
lows the  expansion  of  capital  beyond  the  limits  of  traditional  loans 
or  traditional  lenders.  Leases  expand  the  amount  of  capital  because 
they  are  based  not  only  on  the  credit  decision  but  on  the  value  of 
the  equipment  itself 

Leases  provide  new  money  that  would  not  otherwise  be  available 
to  American  business,  especially  new,  small  companies.  Eight  out 
of  ten  U.S.  companies  lease  all  or  some  of  their  equipment.  But 
often  companies  that  lease  tend  to  be  focused  on  productivity.  They 
are  companies  that  are  long  on  ideas,  short  on  capital,  and  in  need 
of  flexibility  as  they  grow  and  change. 

Companies  that  lease  tend  to  create  more  jobs  and  to  be  the  most 
entrepreneurial  and  competitive  companies.  These  companies  need 
the  benefit  of  leasing. 

In  the  report  of  the  Treasury  Department  describing  the  invest- 
ment tax  credit  proposal,  a  statement  is  made  that  leased  property 
would  be  subject  to  limitations  to  prevent  shifting  of  the  credit  to 
firms  able  to  claim  the  credit.  Our  association  takes  this  to  mean 
that  the  provisions  for  leased  equipment  on  new  ITC  would  not 
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permit  leasing  to  be  used  to  circumvent  the  targeted  or  incremental 
nature  of  the  proposed  ITC. 

The  Equipment  Leasing  Association  agrees  with  the  principle 
and  has  studied  the  matter  at  some  length.  Based  on  the  study,  the 
association  recommends  that  the  accruing  or  earning  of  any  credit 
be  based  solely  on  the  historical  fixed  base  of  an  operating  com- 
pany— that  is,  whether  it  is  owned  or  leased — and  the  current  level 
of  equipment  acquisition  at  that  operating  company,  again,  wheth- 
er it  is  owned  or  leased. 

Simply  put,  leasing  companies  would  not  accrue  credits  based  on 
equipment  they  lease  to  end  users;  only  end  users  would  earn  ITC. 

The  intent  of  the  President  is  to  stimulate  companies  to  acquire 
more,  newer,  highly  productive  assets  by  targeting  the  accrual  of 
the  credit  to  either  small  companies  or  to  net  new  investment.  The 
accrual  of  new  ITC  is  irrevocably  tied  to  the  company  using  the 
equipment.  This  beneficial  role  that  leasing  and  the  lessor  can  play 
in  providing  investment  capital,  however,  can  continue  by  provid- 
ing that  leased  equipment,  as  well  as  owned  equipment,  is  included 
in  the  investment  base. 

No  provision  in  the  tax  law  should  interfere  with  how  business 
chooses  to  acquire  equipment.  Businesses  lease  for  many  reasons 
unique  to  their  own  company.  Because  the  intent  of  the  investment 
tax  credit  is  to  incent  companies  to  increase  their  investment,  no 
additional  provisions  should  be  added  that  limit  how  companies  ac- 
quire this  equipment. 

Modification  of  the  ITC  is  important  to  our  association.  President 
Clinton's  proposal  modifies  the  AMT  depreciation  schedule  and 
goes  a  long  way  toward  eliminating  a  major  disincentive  to  capital 
investment.  In  the  proposal  by  the  President,  which  was  passed  by 
Congress  last  year,  there  are  two  basic  issues  that  must  be  ad- 
dressed to  stimulate  investment. 

The  effective  date  of  the  change,  as  proposed  currently,  is  Decem- 
ber 31,  1993.  Because  modifying  the  AMT  depreciation  schedule  is 
such  a  powerful  incentive  to  capital  investment,  companies  will 
delay  that  investment  until  after  the  effective  date.  The  new  effec- 
tive date  should  be  moved  to  January  1,  1993,  or  to  the  date  this 
committee  takes  action  at  the  latest. 

The  chairman  of  this  committee  and  Secretary  Bentsen  recog- 
nized that  American  business  could  delay  investment  in  anticipa- 
tion of  a  reinstated  ITC,  sind  issued  a  statement  to  the  effect  that 
the  effective  date  for  any  ITC  would  be  December  4,  1992.  We 
think  the  same  rationale  should  apply  here  for  AMT  depreciation. 

We  would  also  like  to  address  AMT  depreciation's  rate  and  rec- 
ommend a  150  percent  declining  balance.  While  the  AMT  was  origi- 
nally envisioned  as  applying  only  to  a  few  companies,  the  actual 
structure  of  AMT  has  resulted  in  a  much  larger  number  of  tax- 
payers being  in  AMT,  periodically. 

The  corporate  AMT  was  targeted  at  large  corporations  that  re- 
ported high  book  profits  to  their  shareholders  and  reported  low  tax- 
able income  to  the  Internal  Revenue  Service.  In  practice,  however, 
the  AMT  has  primarily  and  unexpectedly  struck  at  small  and  me- 
dium-sized companies  that  are  only  marginally  profitable  and  com- 
panies that  make  large  equipment  investments  in  order  to  improve 
their  productivity  and  competitiveness. 
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Extremely  capital  intensive  companies  with  low  profit  margins 
are  effectively  denied  the  benefit  of  accelerated  depreciation  be- 
cause they  are  never  able  to  use  these  credits. 

Mr.  Chairman,  ladies  and  gentlemen,  we  appreciate  your  atten- 
tion and  consideration  to  our  recommendations.  A  lukewarm  or 
modest  stimulus  proposal  would  be  worse  than  no  package  at  all. 
Stimulus  should  be  clear,  straightforward,  easy  to  use  and  sub- 
stantive. As  you  transform  President  Clinton's  stimulus  ideas  into 
actual  legislation,  please  make  sure  that  it  makes  a  difference. 

[The  prepared  statement  follows:] 
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TESTIMONY 

OF  THE 

EQUIPMENT  LEASING  ASSOCIATION  OF  AMERICA 

Mr.  Chairman,  Ladies  and  Gentlenen.   This  statement  is  provided 
by  the  Equipment  Leasing  Association  of  America.   Our  statement 
addresses  two  of  President  Clinton's  tax  proposals  to  stimulate 
the  American  economy,  the  reinstatement  of  an  Investment  Tax 
Credit  and  Modification  of  the  AHT  Depreciation  Schedule. 

The  ITC 

The  equipment  leasing  industry  supports  the  reinstatement  of  an 
Investment  Tax  Credit  and  believes  that  a  tax  credit  which  has 
the  effect  of  lowering  the  cost  of  capital  will  act  as  a 
stimulus  for  all  types  of  American  companies  to  acquire  new, 
more  productive  equipment. 

Details  of  how  equipment  leasing  will  be  treated  under  the  new 
ITC  are  not  yet  available.   However,  the  final  legislation 
enacted  by  Congress  must  recognize  two  important  economic  facts. 

•  Equipment  leasing  companies  provide  over  $120  billion  In 
capital  for  new  equipment  every  year.   This  was  32%  of  all 
durable  goods  in  1992  according  to  the  U.S.  Commerce 
Department.   More  equipment  is  acquired  through  leases  them 
through  loans! 

•  The  only  way  many  companies  can  benefit  from  any  ITC  their 
equipment  acquisitions  earn  under  the  President's  proposal, 
is  to  lease  the  equipment  and  have  the  leasing  company 
utilize  whatever  ITC  was  earned  on  the  acquired  equipment. 

An  investment  tax  credit  that  fails  to  accommodate  these  two 
realities  will  fail  to  help  companies  that  rely  on 
leasing — small,  fast  growing,  new  and  technology-oriented 
companies. 

For  over  forty  years,  American  business  has  increased  its  use  of 
leasing — recognizing  that  the  value  of  equipment  comes  from  its 
use  not  its  ownership.  The  Commerce  Department  forecasts  that 
American  business  will  rely  on  leasing  for  $126  billion  in 
equipment  in  1993. 

Leasing  expands  the  capital  available  to  business — it  fights  the 
credit  crunch.   The  unique  structure  of  a  lease  contrasted  with 
a  loan — longer  term,  fixed  payment,  and  a  residual  balance  at 
lease  end — allows  the  expansion  of  capital  beyond  the  limits  of 
traditional  loans  or  traditional  lenders.   Leases  expand  the 
amount  of  capital  because  they  are  based  not  only  on  a  credit 
decision,  but  on  the  value  of  the  equipment  itself.   Leases 
provide  new  money  that  would  not  have  been  avail2ible  to  American 
business,  especially  small  or  new  business,  through  loans. 
Eighty  percent  of  U.S.  companies  lease  all  or  some  of  their 
equipment.   Companies  that  lease  tend  to  be  focused  on 
productivity.   These  are  companies  long  on  ideas,  short  on 
capital,  and  in  need  of  flexibility  as  they  grow  and  change. 
Companies  that  lease  tend  to  create  more  jobs  and  be  the  most 
entrepreneurial  and  competitive.   These  companies  need  the 
benefits  of  leasing. 

Proposal :  Leasing  sM  ihS.   Proposed  II£ 

The  ITC  works — it  has  a  record  of  stimulating  investment  whether 
equipment  is  owned  by  the  company  using  the  equipment  or  owned 
by  a  lessor.   Prior  to  repeal  of  the  Investment  Tax  Credit  in 
1986,  all  qualified  property  was  eligible  for  the  Investment  Tax 
Credit,  whether  owned  by  an  end  user  or  owned  by  a  lessor. 

Under  President  Clinton's  proposed  ITC,  certain  qualifications 
for  accruing  the  ITC  are  established.   These  qualifications 
relate  to  the  size  of  a  company  and/or  any  net  increase  in 
equipment  investment.   This  adds  a  new  dimension  that  did  not 
exist  under  the  pre-1986  Tax  Act.   Consequently,  the  role  of 
leasing  as  a  provider  of  capital  must  be  treated  differently  in 
the  new  ITC  than  it  was  under  the  previous  ITC. 
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In  the  report  of  the  Treasury  Department  describing  the 
Investment  Tax  Credit  proposal  and  other  parts  of  President 
Clinton's  economic  package,  the  statement  is  made  that  "leased 
property  would  be  subject  to  limitations  to  prevent  shifting  of 
the  credit  to  firms  able  to  claim  the  credit."  The  association 
takes  this  to  mean  that  provisions  for  leased  equipment  in  the 
new  ITC  should  not  permit  leasing  to  be  used  to  circumvent  the 
targeted  or  incremental  nature  of  the  proposed  ITC.   The 
Equipment  Leasing  Association  agrees  with  that  principle  and  has 
studied  the  matter  at  some  length.   Based  on  that  study,  the 
association  recommends  that  the  accrual  (earning)  of  any  credit 
be  based  solely  on  the  historical  fixed  base  of  an  operating 
company's  equipment  (whether  leased  or  owned)  and  the  current 
level  of  equipment  acquisition  of  that  operating  company 
(whether  leased  or  owned) . 

Simply  put,  leasing  companies  would  not  accrue  credits  based  on 
ec(uipment  they  lease  to  end  users,  only  end  users  would  earn 
ITC.   But  they  would  earn  it  on  all  ecjuipment  they  acquire  and 
use  in  their  business.   There  would  be  only  one  exception. 
Ec[uipment  purchased  by  lessors  to  be  leased  for  a  short  time, 
virtually  a  rental,  would  accrue  tax  credits  for  the  leasing 
company  under  the  same  provisions  other  companies  accrue  and  use 
the  ITC. 

The  intent  of  the  President  is  to  stimulate  companies  to  accjuire 
more,  newer,  highly  productive  assets.   By  targeting  the  accrual 
of  the  credit  to  either  small  companies  (revenue  under  $5 
million)  or  to  net  new  investment  (investment  above  the  user's 
base  line  investment) ,  the  accrual  of  the  new  ITC  is  irrevocably 
tied  to  the  company  using  the  equipment.   The  beneficial  role 
that  leasing  and  the  lessor  can  play  in  providing  investment 
capital,  however,  can  continue  by  providing  that  leased 
equipment,  as  well  as  owned  equipment,  is  included  in  the 
investment  base.   No  provision  of  the  tax  law  should  interfere 
with  how  a  business  chooses  to  acquire  its  equipment. 
Businesses  lease  for  many  reasons  unique  to  their  own  company. 
Because  the  intent  of  the  Investment  Tax  Credit  is  to  incent 
companies  to  increase  their  investment,  no  additional  provisions 
should  be  added  that  limit  how  a  company  acquires  additional 
equipment . 

A  second  provision  should  be  included  in  the  law  that  is 
consistent  with  prior  law  regarding  ITC.   In  many  cases,  a 
company  that  uses  leasing  to  acquire  equipment  is  unable  to  use 
the  tax  credit  it  accrues.   Pre-1986  law  provided  that  a 
lessor/owner  for  tax  purposes  could  either  use  tax  credits  it 
accrued  on  equipment  it  owned,  or  pass  it  to  the  lessee/user  of 
the  equipment.   Under  the  proposed  new  ITC  in  which  all  tax 
credits  would  be  accrued  by  the  company  end  using  the  equipment, 
the  law  should  provide  that  the  user/lessee  of  leased  equipment 
has  the  option  to  use  the  tax  credit  it  has  accrued  or  pass  it 
to  the  lessor  of  the  equipment.   This  would  not  create  any  new 
tax  credits,  just  ensure  that  the  tax  credit  is  used  to 
stimulate  investment.   If  the  user  of  leased  equipment  elects  to 
use  the  credit  itself,  it  receives  the  economic  stimulus  to 
acquire  equipment.   However,  if  the  lessee  is  unable  to  use  the 
credit  against  its  tax  liability  and  get  the  economic  stimulus 
for  acquiring  equipment,  it  can  elect  to  pass  the  credit  back  to 
the  lessor/ owner  of  the  equipment  for  the  lessor's  use.   In  that 
case,  the  economic  stimulus  for  the  lessee  is  reflected  in  lower 
lease  payments.   In  either  case,  the  company  acquiring  and  using 
equipment  will  receive  the  economic  incentive  which  President 
Clinton  intends  to  Incent  new  investment. 

Inclusion  of  the  provisions  described  above  related  to  equipment 
leasing  and  the  ITC  would  accomplish  two  important  objectives. 
It  would  permit  equipment  leasing  to  continue  to  play  its 
prominent  role  of  providing  capital  equipment  to  American 
business  and  industry.   Neither  of  these  provisions  would  result 
in  the  creation  of  additional  tax  credits  by  leasing  rather  than 
owning  equipment.   Tax  credit  accrual  would  be  based  solely  on 
acquisition  by  an  end  user  of  equipment.   Neither  provision 
would  allow  the  shift  of  investment  base  or  incremental 
investment  between  an  end  user  and  a  leasing  company  to  avoid 
the  stated  intentions  of  the  new  Investment  Tax  Credit. 
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Modification  s£  tM   MI 

President  Clinton's  proposal  to  modify  the  AMT  depreciation 
schedule  goes  a  long  way  to  eliminate  a  major  disincentive  to 
capital  investment.   The  modification  incorporates  the  basic 
concepts  proposed  by  you  Mr.  Chairman  and  passed  by  Congress 
last  year.   There  are  two  basic  issues  which  must  be  addressed, 
however,  to  stimulate  investment. 

•  The  effective  date.   The  President's  proposal  would  install 
the  new  AMT  Depreciation  Schedule  for  equipment  placed  in 
service  after  December  31,  1993.   Because  modifying  the 
depreciation  schedule  is  such  a  powerful  incentive  to 
capital  investment,  companies  will  delay  investment  until 
after  the  effective  date.   The  effective  date  should  be 
moved  to  January  1,  1993  or  the  date  of  committee  action  at 
the  latest.   Mr.  Chairman,  you  and  Secretary  Bentsen 
recognized  that  American  business  would  delay  investment  in 
anticipation  of  a  reinstated  ITC  and  issued  a  statement  that 
the  effective  date  would  be  December  4,  1992.   The  sane 
rationale  should  apply  here. 

•  The  actual  AMT  depreciation  schedule  should  be  at  minimum 
150%  DB  over  the  recovery  period  applicable  for  regular  tax 
purpose . 

While  the  AMT  was  originally  envisioned  as  applying  to  only  a 
few  companies,  the  actual  structure  of  the  AMT  has  resulted  in  a 
much  larger  number  of  taxpayers  being  in  the  AMT  periodically. 
The  corporate  AMT  was  targeted  at  large  corporations  that  report 
high  book  profits  to  their  shareholders  while  reporting  low 
taxable  Income  to  the  Internal  Revenue  Service.   In  practice, 
however,  the  AMT  has  primarily  and  unexpectedly  struck  at  small 
and  medium-sized  companies  that  are  only  marginally  profitable 
and  companies  that  make  large  equipment  investments  in  order  to 
improve  their  productivity  and  competitiveness. 

Extremely  capital  intensive  companies  with  relatively  low  profit 
margins  are  effectively  denied  accelerated  depreciation 
permanently  because  they  may  never  be  able  to  utilize  the 
credits. 

Economic  Problems  with  the  AMT 

•  Although  the  AMT  is  referred  to  as  a  "minimum  tax"  for  an  AMT 
taxpayer,  it  is  always  as  high  or  higher  than  the  taxpayer's 
regular  tax. 

•  The  AMT  is  a  disincentive  to  investment  and  economic  growth 
because  it  increases  the  tax  burden  of  companies  who  must  make 
large  investments  in  new  plant  and  equipment.   The  increased 
taxes  reduce  the  amount  of  cash  available  for  investment  and, 
therefore,  restrict  economic  growth. 

•  The  AMT  penalizes  capital  intensive  firms  that  have  relatively 
low  profit  margins  for  their  products.   These  firms  are 
essentially  denied  the  benefit  of  accelerated  depreciation 
which  is  afforded  to  their  non-AMT  competitors. 

•  The  AMT  credit  does  not  operate  effectively  in  that  permanent 
or  long-term  AMT  payers  may  never  have  high  enough  profits  to 
utilize  it  as  was  intended.   As  a  result,  they  will  be 
permanently  denied  any  benefit  of  accelerated  depreciation. 

•  Since  AMT  status  is  a  function  of  capital  spending  in  relation 
to  profits,  those  companies  who  must  modernize  during  or 
immediately  preceding  an  economic  downturn  are  most  penalized. 
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The  AMT  often  hits  those  companies  that  are  least  able  to  pay. 
Minimuin  taxpayers  are  generally  capital  intensive  companies 
with  low  profits  in  relation  to  capital  spending  or  start-up 
firms  with  little  income.   Increasing  their  tax  burden  is 
usually  translated  into  reduced  investment  and  growth  for  the 
firm  and  reductions  in  personnel  simply  because  of  cash  flow 
problems. 

The  AMT  encourages  mergers.   An  AMT  company  combined  with  a 
non-AMT  company  will  be  able  to  better  utilize  accelerated 
depreciation  and  other  tax  benefits.   The  new  consolidated 
company  would  pay  less  tax  than  each  would  have  paid 
separately. 

During  1987  and  then  again  in  1990,  Congress  considered 
increasing  the  AMT  rate  for  corporations.   Both  times,  the 
idea  was  rejected  as  being  too  punitive  towards  capital 
investment. 


Mr.  Chairman,  Ladies  and  Gentlemen,  we  appreciate  yotir  attention 
and  your  consideration  of  our  recommendations.   A  Ixilce  warm  or 
modest  stimulus  package  would  be  worse  than  no  pacKage  at  all. 
Stimulus  should  be  clear,  straight  forward,  easy  to  use,  and 
substantive.   As  you  transform  President  Clinton's  stimulus 
ideas  into  actual  legislation,  please  make  sure  it  will  make  a 
difference. 
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Mr,  Gibbons  [presiding].  I  want  to  thank  all  the  panel  for  your 
contributions  to  our  decisionmaking  process  here,  and  I  would  like 
to  start  off  by  saying  that  I  appreciate  all  those  of  you  who  support 
the  concept  of  a  value  added  tax. 

I  want  to  do  it  as  a  replacement  tax,  not  as  an  add-on  tax.  I  want 
to  replace  the  payroll  tax  and  the  corporate  income  tax  and  most 
of  the  personal  income  tax  with  a  value  added  tax.  I  want  to  leave 
the  destination  principle  in  the  value  added  tax,  which  means  im- 
ports would  be  taxed  and  exports  would  not;  and  I  want  to  have 
a  flat  rate,  and  I  want  to  include  all  goods  and  services. 

I  understand  there  was  a  difference  in  your  testimony.  Some  sup- 
port a  credit  voucher  system  of  administration,  some  support  a  sub- 
traction method  of  administration.  The  end  result  is  that  they  come 
out  the  same  as  far  as  taxes  are  concerned.  I  think  the  subtraction 
method  is  harder  to  work  off  kind  of  special  deals,  in  which  I  have 
lost  all  faith.  After  25  years,  26  years  on  this  committee,  it  looks 
like  all  the  special  deals  all  wash  out  in  the  marketplace.  They  just 
add  to  the  complexity  of  the  tax  laws. 

To  the  extent  we  have  to  do  any  social  engineering,  such  as  tak- 
ing the  regressivity  out  of  a  value  added  tax,  I  would  do  that  inside 
legislation,  outside  of  the  tax  system — just  through  legislation, 
probably  brought  in  by  our  Human  Resources  Subcommittee  on 
this  committee,  just  a  simple  give-back  to  poorer  people  for  what 
the  regressivity  actually  works  out  to  be. 

I  know  that  all  of  you  have  some  concerns  about  the  size  and  the 
impetus  of  the  package  that  we  have  here.  I  have  to  tell  you,  hon- 
estly, I  don't  think  it  is  going  to  do  a  hell  of  a  lot  of  good  or  a  hell 
of  a  lot  of  bad  either,  because  I  think  it  really  is  probably  too  small 
to  influence  the  macroeconomics  that  drive  this  country. 

It  is  going  to  add  to  the  complexity  of  the  code;  there  is  no  doubt 
about  that;  and  I  feel  sorry  for  everybody  who  has  to  wrestle  with 
that  monster. 

I  don't  really  have  any  questions  for  you.  I  just  had  those  obser- 
vations I  wanted  to  make  at  this  time. 

Mr.  Kleczka. 

Mr.  Kleczka.  Thank  you,  Mr.  Chairman. 

Listening  to  the  testimony,  three  of  the  four  panelists  basically 
are  opposed  to  all  the  tax  increases  in  the  plan  and  indicate  that 
we  should  have  more  spending  cuts;  but  also  do  support  the  busi- 
ness incentives,  which  as  you  know  also  reduced  the  Federal  reve- 
nue. 

With  that  being  said,  as  we  talk  on  the  floor  of  the  House,  we 
are  debating  the  budget  resolution,  which  will  have  the  effect  of 
cutting  the  deficit  over  5  years  by  some  $510  billion.  Three  of  the 
four  of  you  indicated  that  we  need  more  budget  cuts.  While  our 
Budget  Committee  did  include  in  this  proposal  some  additional  $63 
billion  in  cuts,  I  guess  my  question  to  the  three  of  you,  knowing 
you  are  not  familiar  with  the  budget  resolution,  although  you  have 
probably  read  some  things  about  it,  what  tjrpe  of  recommendations 
would  you  have  to  this  committee  or  to  the  Congress  to  actually  in- 
crease the  spending  cuts? 

It  is  easy  to  say,  but  as  you  go  about  doing  it,  every  group  that 
you  attempt  to  cut  will  come  back  and  indicate  that  their  program 
is  the  most  important  that  this  government  is  involved  in  and. 
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clearly,  you  should  not  cut  theirs,  but  cut  the  fellow  next  door  or 
the  lady  next  door. 

Let  me  start  with  Mr.  Huard.  What  additional  cuts  would  you 
recommend  to  this  committee  and  this  Congress? 

Mr.  HuARD.  Well,  I  think  you  have  to  start  by  telling  people  that 
they  have  to  cut. 

Mr.  Kleczka.  Cut  what? 

Mr.  Huard.  I  will  try  to  answer  your  question. 

I  find  it  ludicrous  that  the  people  who  are  most  intimately  famil- 
iar with  these  programs,  namely  the  bureaucrats  that  administer 
them  and  the  congressional  Members  that  oversee  them,  cannot 
ever  find  things  to  cut. 

I  can  tell  you  that  in  inflation-adjusted  terms,  I  operate  on  a 
budget  that  is  about  65  percent  of  what  it  was  10  years  ago  with 
about  75  percent  of  the  staff  I  had  10  years  ago,  and  I  have  to  do 
more  than  I  had  to  do  10  years  ago. 

In  the  private  sector,  we  cannot  print  money.  When  the  word 
comes  down  from  the  chief  executive  you  have  to  cut  your  depart- 
ments by  10  percent  in  staff  and  20  percent  in  budget,  we  have  to 
find  a  way  to  do  it.  The  idea  that  these  departments,  HHS  or  these 
other  departments,  can  never  find  a  dime  to  cut,  to  me,  is  ludi- 
crous. 

And  I  don't  think  it  is  incumbent  upon  me  or  the  other  witnesses 
here  to  tell  you  what  to  cut.  I  think  it  is  incumbent  on  you  to  figure 
it  out,  and  the  bureaucrats  that  run  these  departments  to  figure 
it  out.  There  is  a  way  to  do  it.  You  have  been  living  off  the  fact 
that  you  can  print  money  for  a  long  time. 

Mr.  Kleczka.  Thank  you  for  your  specificity. 

Mr.  Gibbons.  Don't  you  mean  borrowed  money? 

Mr.  Huard.  Same  thing. 

Mr.  Kleczka.  Thank  you  for  your  insightful  and  specific  rec- 
ommendations. 

Mr.  Hirl,  it  is  not  the  same  problem  we  are  facing.  It  is  not  the 
bureaucrats.  They  are  not  the  ones  that  come  to  the  office  every 
morning  to  talk  to  the  congressional  office  staff.  It  is  the  people 
back  home  affected  by  these  programs.  So  it  is  one  thing  to  blame 
the  bureaucrats,  but  it  is  the  lobby  pressure  which  comes  from  con- 
stituents who  are  affected  by  the  various  things  the  Federal  Gov- 
ernment does. 

Mr.  Hirl. 

Mr.  Hirl.  I  will  speak  as  a  representative  of  an  industrial  cor- 
poration and  on  behalf  of  most  of  the  companies  who  are  in  this 
industry.  When  the  chief  executive  of  our  company  states  we  must 
reduce  costs,  we  are  given  an  allocation  within  our  organization. 
We  achieve  that  because  we  are  directed  to  do  that;  and  it  is  in  the 
spirit  of  everyone  sacrifices,  that  everyone  has  a  special  interest, 
and  everyone  has  a  reason  not  to,  but  that,  in  fact,  it  begins  at  the 
top  and  it  pervades  the  entire  industrial  enterprise. 

It  is  my  opinion  that  the  President  has  taken  that  into  account 
in  the  cut  of  his  staff  in  the  White  House,  and  I  am  sure  there  are 
those  amongst  those  staff  who  feel  it  was  allocated  improperly.  But 
I  think  that  kind  of  a  commitment  to  reducing  spending  is  what 
is  necessary  here.  And  while  everyone  has  a  special  interest  and 
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one  they  cannot  do  without,  it  is  imperative  everyone  share  in  that 
kind  of  a  sacrifice. 

That  is  the  position,  I  think,  that  must  be  adopted. 

Mr.  Kleczka.  Thank  you. 

Ms.  Gackenbach. 

Ms.  Gackenbach.  The  Chamber  shares  your  concern  that  if — 
and  we  recognize  that  if  we  are  going  to  keep  advocating  spending 
cuts,  we  may  have  to  come  up  with  a  Hst.  We  have  recognized  that 
fact. 

In  an  effort  to  do  that,  we  have  started  a  project  through  our  re- 
search affiliate,  which  is  the  National  Chamber  Foundation,  that 
will  be  going  through  the  budget,  account  by  account,  to  identify 
programs  that  we  think  are  no  longer  needed  and  we  will  have  a 
set  of  criteria  we  will  be  judging  things  by.  That  report  should  be 
available  for  you  all  within  the  next  3  to  4  weeks,  and  we  will  look 
forward  to  working  with  the  committee. 

Mr.  Kleczka.  Fine,  thank  you.  That  is  the  type  of  input  I  think 
lobby  groups  such  as  you  all  represent  should  have  with  us,  and 
not  just  say  get  the  bureaucrats  and  kick  these — I  think  we  need 
some  specifics  to  give  us  a  hand.  Thank  you. 

Mr.  Gibbons.  Mr.  Brewster,  do  you  have  questions? 

Mr.  Brewster.  Thank  you,  Mr.  Chairman.  I  certainly  enjoyed 
listening  to  the  testimony  today.  As  one  who  is  relatively  new  on 
the  committee,  I  have  come  to  the  point  that  I  believe  the  VAT  or 
business  transfer  tax  or  something  like  that  has  to  be  implemented 
to  keep  us  competitive  in  foreign  trade  and  in  other  ways.  So  I 
would  certainly  want  to  move  in  that  direction. 

Some  other  things  that  I  find  interesting  on  the  committee,  and 
reviewing  where  spending  goes,  I  think  you  are  probably  aware 
that  14  percent  of  this  Nation's  budget  now  goes  for  interest  pay- 
ments; about  35  percent  goes  to  so-called  "mandatory  others," 
which  is  Social  Security,  et  cetera;  about  15  percent  for  Medicare; 
20  percent  for  defense;  and  currently  15  percent  of  our  entire  budg- 
et goes  to  domestic  spending  for  everything — education,  agri- 
culture, transportation,  HUD,  Department  of  Interior,  whatever. 

As  one  who  has  worked  hard  on  spending  cuts  and  supports  the 
$63  billion  additional  cuts  that  we  did,  I  believe  we  must  look  at 
where  we  can  make  further  cuts.  As  Jesse  James  once  said,  the 
reason  he  robbed  banks  was  because  that  is  where  the  money  is. 
Where  the  money  is  in  the  Nation's  budget  is  in  defense  or  entitle- 
ments, Social  Security,  et  cetera. 

Should  I  assume  from  your  comments  that  these  groups  would 
be  willing  to  go  on  record,  then,  with  further  cuts  in  defense  and 
Social  Security  and  entitlements? 

Mr.  HUARD.  As  long  as  you  do  both,  certainly. 

Mr.  Brewster.  As  long  as  you  cut  both  defense  and  Social  Secu- 
rity? 

Mr.  HUARD.  And  all  the  other  entitlements.  I  don't  care  whether 
it  is  beekeeping  subsidies  or  whatever.  Once  you  start  holding  cer- 
tain programs  harmless — like  Social  Security  is  off  the  table,  a  cou- 
ple hundred  million  dollars — the  whole  thing  falls  apart  because 
everybody  else  is  going  to  say,  well,  if  you  are  protecting  this  class 
of  society — and  the  elderly,  frankly,  are  the  wealthiest  class  of  soci- 
ety as  a  group — why  don't  we  get  protection? 
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So  it  is  a  slippery  slope,  as  far  as  I  am  concerned.  Everybody 
needs  to  pay. 

Mr.  Brewster.  We  have  the  National  Association  of  Manufactur- 
ers on  record,  then. 

What  about  the  U.S.  Chamber? 

Ms.  Gackenbach.  I  will  get  back  to  you  specifically  on  what  we 
have  recommended  for  entitlements.  Spending  must  be  contained, 
and  that  has  been  one  of  our  recommendations,  that  we  must  con- 
tain entitlement  growth. 

Mr.  Brewster.  Chemical  Manufacturers,  as  well? 

Mr.  HiRL.  I  think  the  across-the-board  perspective  we  have 
shared  here  does  do  one  thing,  we  perhaps  should  recognize,  and 
that  is  priority  setting.  This  Nation  needs  some  priority  setting, 
and  where  those  priorities  are  are  things  that  we  as  a  manufactur- 
ing association,  I  think  the  business  and  industrial  community  in 
the  United  States,  would  be  glad  to  work  with  Congress  and  the 
President  on.  But  when  priorities  are  set,  then  everybody  shares  in 
the  pain. 

Mr.  Brewster.  OK.  That  is  a  very  good  answer. 

By  the  way,  currently  we  are  borrowing  21  percent  of  the  money 
spent.  That  is  what  the  deficit  is.  With  interest  and  domestic 
spending  roughly  equal,  the  only  way  you  can  get  there,  to  true 
deficit  elimination,  is  with  entitlement  cuts  or  entitlement  contain- 
ment. 

Thank  you. 

Mr.  Gibbons.  Thank  you  very  much.  We  will  try  to  look  more 
after  your  bucks.  If  you  want  to  call  my  office,  I  have  a  publication 
I  give  out  for  free. 

Mr.  HUARD.  I  don't  know  which  of  the  four  supported  the  busi- 
ness tax,  but  I  want  to  be  on  record  to  show  it  wasn't  me. 

Mr.  Gibbons.  All  right,  let's  have  the  American  Waterways  Oper- 
ators, Joseph  Farrell,  president;  the  Massachusetts  Port  Authority, 
the  American  Great  Lakes  Ports,  and  the  Ports  of  Tacoma  and  Se- 
attle, Anne  Aylward,  maritime  director,  accompanied  by  Davis 
Helberg,  executive  director.  Seaway  Port  Authority  of  Duluth;  Na- 
tional Waterways  Conference,  Inc.,  Harry  Cook,  president;  and  the 
National  Grain  and  Feed  Association,  Stephen  Lucas,  director.  Lo- 
gistics and  Operations,  Louis  Dreyfus  Corp. 

Let  me  see,  I  guess  I  am  just  going  to  go  down  this — I  could  start 
on  your  right  and  just  go  across,  or  start  on  the  left  and  go  across, 
or  I  can  start  by  the  list.  Which  way  would  you  all  prefer? 

Ms.  Aylward.  Go  with  the  list. 

Mr.  Gibbons.  Go  with  the  list. 

Mr.  Farrell. 

STATEMENT  OF  JOSEPH  A.  FARRELL,  PRESIDENT,  AMERICAN 
WATERWAYS  OPERATORS 

Mr.  Farrell.  Thank  you,  Mr.  Chairman.  I  am  Joe  Farrell,  presi- 
dent of  the  American  Waterways  Operators,  which  is  the  national 
trade  association  for  the  barge  and  towing  industry,  both  coastal 
and  inland.  I  would  ask  that  our  formal  testimony  be  entered  in 
the  record. 
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Mr.  Gibbons.  Yes,  sir.  Let  me  assure  all  the  witnesses  your  for- 
mal testimony  will  be  in  the  record,  as  if  delivered,  even  if  you 
choose  to  summarize  it. 

Mr.  Farrell.  Mr.  Chairman,  I  will  be  brief.  We  are  gratified 
with  the  opportunity  to  shed  some  light  today  on  the  impact  of  the 
administration's  economic  package. 

I  refer  to  the  525  percent  proposed  increase  in  the  inland  water- 
ways diesel  fuel  tax.  And  I  want  to  make  sure  I  distinguish  that 
from  the  across-the-board  proposal  for  a  Btu-type  tax.  The  Btu  tax 
would  add  8  to  10  cents  a  gallon  to  diesel  fuel.  On  top  of  that,  this 
proposal  would  increase  our  taxes  for  fuel  by  525  percent.  And  I 
think  virtually  anybody  would  quickly  agree  that  no  individual  or 
operation  should  stand  a  100  percent  tax  increase,  never  mind  a 
525  percent. 

In  thinking  about  it,  it  seems  to  us  rather  clear  that  this  was 
done  in  haste.  The  administration  threw  together  a  very  large  pro- 
gram in  a  very  short  period  of  time.  My  crude  arithmetic  suggests 
we  constitute  sixteen-one  hundredths  of  1  percent  of  the  whole 
package,  so  I  can  understand  why  not  much  attention  was  paid  to 
it. 

It  was  a  mistake,  a  well-intentioned  mistake,  it  seems.  President 
Clinton  apparently  agrees  with  that.  He  was  interviewed  by  a  re- 
porter from  CBS  News  on  March  1,  and  when  he  was  asked  about 
this,  he  said,  I  think  we  have  to  go  back  and  look  at  that  again. 
We  had  no  intention  to  quintuple  the  tax. 

In  fact,  it  seems  to  me  that  there  is  some  perversity  in  this,  if 
I  may  put  it  that  way.  The  President,  in  his  campaign  and  subse- 
quent to  his  inauguration,  has  talked  about  spurring  the  U.S.  econ- 
omy with  investments  in  infrastructure,  in  people  and  in  high-tech- 
nology goods. 

The  barge  and  towing  industry  has  more  on-board  jobs  on  our 
vessels  than  any  other  component  of  the  U.S.  maritime  fleet.  We 
have  more  vessels  by  far.  We  are  the  major  component  of  maritime 
infrastructures.  Our  industry  is  also  the  most  productive  mode  of 
transportation.  We  carry  approximately  15  percent  of  all  the  Na- 
tion's freight  every  year  for  only  2  percent  of  the  transportation 
bill. 

So,  in  sum,  I  would  suggest  that  rather  than  a  proposal  that 
would  literally  tax  the  industry  to  death,  would  destroy  the  inland 
barge  and  towing  industry,  that  the  administration  should  be  in- 
vesting in  this  part  of  American  infrastructure  to  enhance  further 
the  productivity  of  the  industry  and  to  help  spur  economic  growth 
and  development. 

All  through  the  history  of  this  republic,  the  Federal  Grovernment 
has  chosen  to  invest  in  various  transportation  modes  in  order  to 
spur  development.  You  can  go  all  the  way  back  to  the  early  19th 
century  with  the  Erie  Canal,  and  on  to  the  land  grants  for  the  rail- 
roads, and  President  Eisenhower's  Interstate  Highways  System, 
and  the  work  that  has  been  done  from  about  the  1930s  on  the  great 
locks  and  dams  on  America's  treasure,  and  the  inland  rivers.  In 
every  case,  these  were  not  subsidies.  We  need  to  understand  that 
that  was  an  investment  in  economic  growth  and,  in  fact,  it  worked 
providing  the  cornucopia  of  benefits  for  American  citizens  all  across 
this  country. 
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Thank  you  for  the  opportunity  to  present  our  views  to  you  today, 
Mr.  Chairman. 
Mr.  Gibbons.  All  right,  Mr.  Farrell. 
[The  prepared  statement  follows:] 
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Testimony  of  Joseph  A.  Farrell 

President 
American  Waterways  Operators 


Chairman  Rostenkowski,  Members  of  the  Committee,  my  name  is  Joe  Farrell,  and  I  am 
President  of  the  American  Waterways  Operators,  the  national  trade  association 
representing  the  inland  coastal  barge  ard  towing  i"dustry  and  the  shipy^ffis  which  bjHd 
and  repair  these  vessels.   Given  the  magnitude  and  multitude  of  budget  considerations 
which  this  committee  must  address,  I  would  like  to  express  my  appreciation  to  you,  Mr. 
Chairman,  for  allowing  the  issue  of  the  proposed  increase  in  the  inland  waterways  fuel 
tax  to  be  given  a  full  airing  before  the  committee. 

Like  many  Americans,  we  were  encouraged  by  candidate  and  now  President  Clinton's 
call  for  change,  emphasizing  job  security,  economic  growth,  and  fiscal  responsibility.   We 
were  also  particularly  pleased  by  his  recognition  that  infrastructure  plays  a  critical  role  in 
establishing  the  foundation  for  a  sustained  economic  expansion  from  which  all  citizens 
benefit.   Buried  in  the  details  of  the  Administration's  economic  program  and  scored  as  a 
spending  cut,  however,  is  a  shocking  525  percent  increase  in  the  diesel  fuel  tax  levied  on 
commercial  navigation  interests  using  the  inland  waterways  system.   Because  this  fuel  tax 
increase  will  in  fact  encourage  only  disinvestment  in  waterways  infrastructure,  we  submit 
that  it  is  grossly  inconsistent  with  the  stated  aims  of  the  Administration's  economic  plan 
and  should  therefore  be  abandoned.   Fortunately,  the  President,  when  questioned  about 
the  issue  in  a  March  1  CBS  news  interview,  stated  that  the  inland  waterways  tax  issue 
"needs  to  be  reexamined."   Unfortunately,  the  proposal  is  still  buried  in  the  Budget 
Resolution  which  will  be  voted  on  this  week  in  both  the  House  and  Senate. 

In  his  transmittal  letter  to  Congress,  the  President  described  his  ^dsion  of  change"  as 
including  investment  in  people,  reward  for  hard  work,  fairness,  and  recognizing  that  our 
families  and  communities  are  the  cornerstone  of  America's  strength.   That  vision  was 
long  ago  seen  and  followed  by  the  founders  of  this  industry  -  some  of  whose  families  still 
ply  the  waters  of  our  great  inland  waterways  network.   Most  of  the  companies  in  our 
industry  are  what  is  characterized  as  "small  business." 

To  these  men  and  women  who  manage  and  operate  America's  barge  and  towing  industry, 
the  inclusion  of  an  increase  on  the  inland  waterways  transportation  sector  forces  us  to 
conclude  that  the  Administration  makes  this  proposal  without  having  had  the  opportunity 
to  gauge  the  consequences.   This  proposed  tax,  if  enacted,  would  capture  approximately 
25  percent  of  the  industry's  annual  revenues.   No  industry  in  America  could  survive  such 
a  blow. 

In  order  to  measure  and  appreciate  the  impact  such  a  tax  increase  would  engender,  it  is 
first  necessary  to  understand  the  role  waterbome  transportation  plays  in  the  nation's 
economic  infrastructure.   For  less  than  2  percent  of  the  nation's  transportation  costs,  we 
transport  15  percent  of  the  nation's  freight,  over  half  of  all  export  grain,  20  percent  of  all 
coal,  over  30  percent  of  the  nation'5  petroleum  products,  and  20  percent  of  the  logs  and 
woodchips  destined  for  overseas  markets  -  and  do  so  in  the  most  economic,  fuel 
efficient,  and  environmentally  sound  method  offered  by  any  of  the  competing  bulk 
commodity  transporters.   This  industry  is  America's  most  productive  mode  of 
transportation.   Our  vessels  deliver  agricultural  fertilizer  to  farmers;  grain  to  food 
producers  and  export  ports;  building  materials  to  construction  sites;  iron  and  steel  to 
factories;  coal  to  electric  generating  plants;  and  home  heating  oil  and  gasoline  to  millions 
of  Americans.   The  cargoes  go  to  all  sectors  of  the  American  economy,  and  thus  play  a 
significant  role  in  enhancing  U.S.  competitiveness,  both  domestically  and  in  the 
expanding  international  marketplace. 

Before  elaborating  the  harmful  effects  of  the  proposed  tax,  however,  it  is  important  to 
invalidate  the  Office  of  Management  and  Budget's  (OMB)  oft-told  myth  that  the  barge 
and  towing  industry  is  the  most  subsidized  transportation  mode,  is  the  sole  beneficiary  of 
federal  expenditures  on  the  rivers,  and  is  therefore  an  appropriate  target  for  such  a  tax 
gouge.   OMB  apparently  forgets  that  all  river  construction  projects  must  meet  federal 
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requirements  that  the  benefits  of  each  project  surpass  by  a  large  margin  the  construction 
costs,  before  work  can  begin.   This  rigorous  test  is  required  by  federal  law.    And,  the 
barge  industry  is  the  only  transportation  mode  which  must  pass  such  a  test.    OMB 
apparently  forgets  that  all  these  federal  expenditures  on  transportation  ...  hnd  grants  to 
the  railroads,  subsidies  to  build  and  maintain  the  mterstate  highway  network,  inland  river 
locks  and  dams  ...  are  investments  to  foster  economic  development.    Not  one  has  failed 
to  provide  a  cornucopia  o."  benefits  to  American  citizens. 

Specific  to  the  river  valleys,  the  expansion  of  communities  and  businesses  could  not  have 
occurred  without  federal  spending  to  maintain  the  waterways.   Consider  also  that 
maintenance  of  the  channels  and  operation  of  the  network  of  dams  on  the  rivers  are 
essential  to  flood  control.   Scores  of  communities  along  the  Ohio  River  get  their  water 
supply  from  the  river.   Recreational  and  environmental  interests  ...  boaters,  fishermen, 
campers,  hunters,  the  preservation  of  sanctuaries  and  habitats  for  a  great  variety  of  fish, 
mammals,  and  birds  ...  benefit  enormously  from  the  work  of  the  U.S.  Army  Crops  of 
Engineers. 

Although  clearly  not  the  sole  beneficiary  of  the  system,  the  barge  and  towing  industiy  is 
the  lone  waterways  user-investor  -  diesel  fuel  taxes  paid  only  by  the  barge  and  towing 
industry  into  the  Inland  Waterways  Trust  Fund  already  finance  50  percent  of  the 
construction  and  rehabilitation  expenditures  each  year.   Currently,  this  dedicated  tax  is  17 
cents/gallon,  with  mandated  additional  increases  set  at  19  and  20  cents,  respectively,  in 
1994  and  1995.   Given  these  facts,  it  is  fiction  that  the  barge  industry  is  the  beneficiary  of 
disproportionate  federal  largesse. 

Under  the  President's  proposal,  which  would  take  effect  in  FY  1994,  that  19  cents  would 
be  raised  by  $1.00  per  gallon  to  $1.19  over  four  years,  be  earmarked  not  for  construction 
but  for  overhead  costs,  and  is  estimated  to  cost  the  industry  $820  million  during  the 
period.     The  immediate  implication  of  such  a  tax  is  not  speculation.   The  average 
towboat  that  uses  5,000  gallons  of  fuel  per  day  would  see  its  fuel  costs,  which  account  for 
one-third  of  its  operating  overhead,  skyrocket  by  $5,000  per  day.  The  cost  of  a  typical 
14-day  trip  carrying  grain,  corn,  or  soybeans  from  Minneapolis  to  New  Orleans  would 
increase  by  $70,000.   One  needs  to  understand,  in  order  to  grasp  the  true  consequences 
of  this  proposed  tax,  that  this  industry's  vessels  make  125,000  trips  in  a  given  year. 
Considering  these  daily  operational  cost  impacts  and  the  fact  that  the  revenues  generated 
by  this  industry  are  far  less  than  the  contribution  level  the  Administration  is  asking  us  to 
make,  you  can  no  doubt  appreciate  our  opposition  to  the  proposal. 

Beyond  what  the  media  would  no  doubt  dub  our  special  interest  pleading,  we  believe  it  is 
most  important  that  you  also  consider  the  macro-economic  impact  this  proposal  would 
have  on  the  many  commodity  sectors  which  rely  on  us  as  both  a  transporter  of  their 
products  and  also  as  an  insurer  of  the  benefits  of  competitive  pricing  for  bulk  commodity 
transport.  ' 

As  referenced  earlier,  the  barge  and  towing  industry  moves  over  half  of  all  grain 
shipments  bound  for  export.   Under  the  Administration's  plan,  the  fuel  cost  per  ton  for 
grain  shipments  from  St.  Paul,  Minnesota;  Quincy  and  Pekin,  Illinois;  and  Dubuque 
Iowa;  to  the  Gulf  would  increase  by  130  percent,  126  percent,  and  125  percent, 
respectively.   Coal  operators  would  likewise  be  hit  (over  and  above  the  BTU  energy  tax 
proposal).   Specifically,  the  fuel  cost  per  ton  for  barge  coal  movements  from  the  Big 
Sandy,  Kentucky/West  Virginia;  to  Pittsburgh,  Pennsylvania;  Cincinnati,  Ohio;  and  the 
Gulf,  would  increase  137  percent,  136  percent,  and  132  percent,  respectively.    Shipment 
fuel  costs  from  the  Kanawha  River,  West  Virginia,  to  the  Gulf  would  likewise  increase 
131  percent. 

As  stated  eariier,  the  foundation  of  President  Clinton's  vision  of  America  is  built  on 
investment  in  our  nation's  infrastructure,  technologies,  and  people,  so  that  this  nation  will 
be  positioned  to  compete  in  global  markets.   Our  ability  to  compete  globally  goes  to  the 
heart  of  creating  and  retaining  high-paid  jobs  in  the  future.   Given  the  magnitude  of  the 
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projected  cost  increases  cited  above,  it  is  clear  that  exports  of  grain  and  coal  would  be 
severely  impacted,  which  obviously  runs  counter  to  the  President's  stated  goals. 

During  the  c?mpaign.  President  Cl'nton  also  arpropriately  noted  investment  in 
transportation  systems  that  other  nations  have  made  have  better  positioned  them  for 
international  competition.   For  example,  Japan  invests  23  times  as  much  as  the  United 
States  in  infrastructure;  and  in  Germany,  15  times  as  much.   Part  of  the  Administration's 
strategy  is  to  follow  this  example.  The  impacts  of  the  proposed  fuel  tax  increase  are 
clearly  inconsistent  with  their  stated  objective. 

These  referenced  samplings  of  fuel  cost  increases  assume  that  barge  operators  will  be 
able  to  pass  along  these  costs  and  will  not  be  forced  out  of  business;  for  many  small  and 
medium  sized  operators,  which  constitute  the  core  of  this  industry,  this  unfortunately  is 
not  a  realistic  assumption.   Moreover,  to  the  extent  that  price  competition,  barge  to 
barge,  or  barge  to  rail,  is  diminished  by  this  proposal,  rates  for  commodity  shippers  will 
no  doubt  increase  further  and  other  negative  non-pricing  factors  will  also  go  up  as  well. 
For  example,  Minnesota's  Department  of  Transportation  found  that  if  waterways  traffic 
in  the  state  were  shifted  to  rail,  fuel  use  would  increase  by  331  percent,  emissions  by  470 
percent,  and  probable  accidents  by  290  percent.  If  the  traffic  diversion  went  to  trucks, 
these  same  negative  impacts  would  increase  826  percent,  705  percent,  and  5,967  percent, 
respectively.   Moreover,  for  every  16  barge  tow  -  an  average  sized  tow  on  the  Mississippi 
~  it  would  require  1000  semi-truck  loads  to  haul  the  equivalent  cargo. 

In  A  Vision  of  Change  for  America,  President  Clinton  rightly  underscored  the  need  to 
provide  funds  to  maintain  and  enhance  America's  infrastructure  to  spur  economic  growth 
and  prosperity.  The  barge  and  towing  industry,  which  provides  more  on  board  jobs  than 
any  other  in  the  maritime  sector,  is  the  marine  component  of  this  infrastructure.   One 
would  thus  expect  that  rather  than  quintupling  the  inland  fuel  tax  on  top  of  leveling  a 
BTU  tax,  the  federal  government  should  be  boosting  this  transportation  mode  by 
advocating  programs  which  lower  the  costs  for  the  industry. 

Mr.  Chairman,  we  urge  you  to  reject  this  proposed  diesel  fuel  tax  increase  and  enable 
the  barge  and  towing  industry  to  continue  to  support  and  enhance  our  domestic  and 
export  economies. 


625 


Mr.  Gibbons.  Ms.  Aylward. 


STATEMENTS  OF  ANNE  D.  AYLWARD,  MARITIME  DIRECTOR, 
MASSACHUSETTS  PORT  AUTHORITY,  DAVIS  HELBERG,  EXEC- 
UTIVE DIRECTOR,  SEAWAY  PORT  AUTHORITY  OF  DULUTH, 
MN,  AND  JOHN  J.  TERPSTRA,  EXECUTIVE  DIRECTOR,  PORT 
OF  TACOMA,  WA,  ALL  ON  BEHALF  OF  THE  MASSACHUSETTS 
PORT  AUTHORITY,  AMERICAN  GREAT  LAKE  PORTS;  AND 
PORTS  OF  TACOMA  AND  SEATTLE 

Ms.  Aylward.  I  am  the  maritime  director  at  the  Massachusetts 
Port  Authority  and  immediate  past  chairman  of  the  North  Atlantic 
Port  Conference  and  the  American  Association  of  Port  Authorities. 
We  are  pleased  to  have  an  opportunity  to  testify  today  in  support 
of  the  intent  of  President  Clinton's  proposals  for  public  investment 
and  deficit  reduction  as  they  apply  to  the  ports  of  the  United  States 
in  general  and  to  the  ports  which  we  represent  directly  in  particu- 
lar. 

As  you  know,  Mr.  Gibbons,  the  deep-draft  ports  of  our  country 
handle  95  percent  of  the  Nation's  international  trade,  which  comes 
to  nearly  1  million  tons  of  cargo  a  year  worth  nearly  $500  billion. 
Our  commercial  port  activities  generate  1.5  million  jobs  for  Amer- 
ican workers  and  return  more  than  $19  billion  in  taxes  to  our  local, 
and  State  and  Federal  governments. 

But  unlike  many  countries  in  the  world,  the  United  States  does 
not  have  a  Federal  port  system.  The  responsibility  for  development 
of  the  ports  of  our  country  is  the  responsibility  of  local,  county  and 
State  governments,  and  since  the  end  of  the  Second  World  War,  the 
public,  local.  State  port  authorities  in  this  country  have  invested 
more  than  $10  billion  to  develop  modem  port  facilities  to  meet  the 
needs  of  our  shippers  and  keep  pace  with  technology  changes. 

We  are  mandated  by  law  to  serve  public  purposes,  primarily  the 
facilitation  of  waterbome  commerce  and  the  generation  of  local  and 
regional  economic  growth.  As  public  agencies,  we  share  the  public 
interest  in  serving  our  country's  economic,  international  trade,  and 
national  security  objectives.  We  are  also  the  Nation's  link  to  world 
markets. 

As  public  agencies,  our  ports  are  well  aware  of  the  difficult  fiscal 
climate  in  which  governmental  entities  must  operate.  We  are  pre- 
pared to  play  our  part  in  the  difficult  tasks  of  reducing  the  Federal 
deficit  and  regenerating  the  national  economy.  We  are  prepared  to 
continue  to  invest  local  and  State  dollars  in  our  national  infrastruc- 
ture. 

Specifically,  we  support  the  President's  proposal  to  authorize  ex- 
penditure by  Customs  of  up  to  $5  million  annually  for  increased  en- 
forcement of  the  Harbor  maintenance  tax.  However,  we  strongly 
oppose  any  further  increase  in  trade  taxes  beyond  that  in  the  cur- 
rent proposal. 

We  remember  clearly  the  closing  days  of  the  101st  Congress 
when,  in  the  name  of  budget  reconciliation,  new  taxes  were  levied 
and  old  taxes  increased  with  little,  if  any,  evaluation  of  the  overall 
impact  on  the  international  competitiveness  of  U.S.  industry.  The 
effect  of  those  new  and  increased  taxes  was  less  competitive  U.S. 
export  products  and  higher  costs  to  consumers.  We  need  to  be  care- 
ful not  to  make  that  mistake  again. 
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We  need  to  be  sure  that  we  know  the  impact  on  our  trade  and 
competitiveness  before  requiring  additional  trade  taxes.  The  GAO, 
in  its  study  of  Federal  assessments  on  the  maritime  industry, 
which  was  released  last  week,  identified  12  Federal  agencies  which 
levy  a  total  of  117  diverse  assessments  for  total  collections  of  $11.9 
million  in  fiscal  1991;  92  percent  of  these  collections  go  directly 
back  to  the  General  Fund  of  the  Treasury.  Only  8  percent  reim- 
burse the  agency  actually  providing  a  service  or  generate  a  port- 
related  trust  fund. 

Now,  if  you  will  forgive  me,  that  doesn't  sound  to  me  like  user 
fees.  The  GAO  study — for  those  of  you  who  have  not  read  it,  is  it 
just  a  tremendous  addition  to — to  the  record  it  is  the  first  time  that 
we  have  seen  the  various  taxes  and  user  fees  collected  in  one  place; 
and  I  think  it  is  very  important  that  we  use  it  as  a  tool  in  assess- 
ing any  future  impacts  of  Federal  taxes. 

We  are  particularly  concerned  about  the  harbor  maintenance  tax 
and  would  take  this  opportunity  to  reiterate  the  position  of  the 
American  Association  of  Port  Authorities  on  this  tax.  Our  member 
ports  strongly  oppose  any  further  increase  in  the  tax,  seek  to  en- 
sure that  the  tax  is  used  only  for  its  intended  purpose,  to  maintain 
our  harbors,  and  that  it  is  set  at  a  level  needed  to  maintain  our 
deep-draft  navigation  system.  We  oppose  the  accumulation  of  any 
surplus  or  use  of  the  fund  for  deficit  reduction  purposes. 

As  you  know,  the  tax  was  established  in  1986,  but  tripled  by  the 
1990  Omnibus  Reconciliation  Act.  There  is  little  evidence  that  the 
current  level  of  the  tax  is  warranted  by  dredging  expenses.  Al- 
though the  report  detailing  the  receipts  and  expenditures  from  the 
fund  required  by  section  330  of  the  Water  Resources  Act  of  1992 
is  not  yet  available,  it  is  estimated  that  the  Harbor  Maintenance 
Tax  Fund  currently  has  a  surplus  in  excess  of  $100  million. 

The  northern  tier  ports  of  our  country  have  been  most  adversely 
impacted  by  this  tax  because  it  resulted  in  diversion  of  cargo  to  Ca- 
nadian ports,  and  my  colleagues  will  speak  specifically  to  that  issue 
in  a  moment. 

But,  in  summary,  trade  taxes  are  regressive.  Taxes  cannot  be  col- 
lected on  commodities  not  shipped  internationally  because  they 
have  been  priced  out  of  foreign  markets  or  are  escaping  U.S.  taxes 
by  fleeing  across  the  border  to  Canadian  ports.  From  a  national 
perspective,  the  revenue  is  lost  to  the  U.S.  Treasury;  cargo  which 
could  more  efficiently  move  by  water  is,  instead,  imposing  a  further 
load  on  our  already  overburdened  highway  and  bridge  systems;  and 
worst  of  all,  the  tax  is  a  disincentive  to  export. 

We  look  forward  to  working  with  you  as  you  face  the  difficult 
task  of  reducing  the  Federal  deficit.  Our  ports  are  an  important 
part  of  our  national  infrastructure;  we  need  them  to  regenerate 
economic  growth.  Thank  you  very  much  for  the  opportunity  to  tes- 
tify. 

My  colleagues  from  the  Ports  of  Duluth  and  Tacoma  will  expand 
on  the  issues  that  I  have  raised. 

Mr.  Gibbons.  Fine.  Why  don't  we  go  to  them  next  then. 

Mr.  Helberg.  Thank  you,  Mr.  Chairman.  I  am  Davis  Helberg, 
executive  director  of  the  Seaway  Port  Authority  of  Duluth,  Min- 
nesota.  I  am  past  president  of  the  International  Association  of 
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Great  Lakes  Ports  and  presently  serve  as  U.S.  vice  chairman  of  the 
American  Association  of  Port  Authorities. 

This  past  fall  I  was  a  firsthand  witness  to  the  demise  of  a  steam- 
ship service  caused  in  large  measure  by  the  sheer  weight  of  mari- 
time trade  taxation,  in  this  case  the  harbor  maintenance  tax.  The 
Incan  Superior  was,  or  is  a  rail  car  ferry  that,  starting  in  1974, 
made  about  160  trips  a  year  carrying  forest  and  agricultural  prod- 
ucts between  Thunder  Bay,  Ontario,  and  the  Superior,  Wisconsin, 
side  of  our  Port  of  Duluth. 

This  little  ship  had  a  loaded  draft  of  17  feet.  Our  harbor  is  main- 
tained at  a  depth  of  27  feet.  But  even  though  maintenance  dredg- 
ing was  a  service  that  the  Incan  neither  needed  nor  desired,  she 
was  required  to  pay,  like  everyone  else,  the  harbor  maintenance 
tax. 

When  first  imposed  beginning  in  1987,  this  so-called  user  fee  cost 
the  Incan's  owners  about  $65,000;  4  years  later  in  1991  the  tax 
rocketed  up  to  some  $200,000. 

We  tried  hard  in  the  past  couple  of  years  to  get  a  waiver  or  some 
other  kind  of  exemption  through  the  Congress,  because  the  owners 
said  that  tax  was  threatening  to  kill  the  business.  We  were  unable 
to  advance  any  special  legislation,  however,  because  we  were  told 
there  were  so  many  inequities  caused  by  this  tax  along  the  border 
States  that  Congress  would  simply  be  swamped  with  "me-too" 
amendments. 

Well,  the  service  was  terminated  this  past  November,  Mr.  Chair- 
man, the  Incan  Superior  sailed  out  of  the  Great  Lakes,  and  she  is 
now  in  an  all-Canadian  run  on  the  West  Coast.  The  Incan's  cargo, 
however,  is  still  moving.  It  has  added  18-wheel  trucks  to  a  scenic 
highway  that  is  already  crowded  with  cars  and  campers  and  rec- 
reational vehicles  between  Duluth,  Minn.,  and  Thunder  Bay,  and 
some  is  being  carried  by  a  circuitous  Canadian-owned  railroad 
route. 

On  the  Great  Lakes,  we  are  keenly  aware  of  the  fragility  of  our 
trade.  We  can  lose  cargo  to  a  modal  shift,  as  in  the  case  of  the 
Incan,  or  we  can  lose  cargo  outright  in  the  vigorous  competition  be- 
tween United  States  and  Canadian  shippers  in,  say,  the  export 
grain  trade. 

Our  written  statement  makes  reference  to  markets  being  won  or 
lost  on  a  "a  few  cents  a  ton." 

I  have  seen  grain  cargoes,  Mr.  Chairman,  won  or  lost  on  a  cent 
per  bushel.  The  geography  of  the  Great  Lakes  puts  us  in  a  cheek- 
by-jowl  position  with  our  Canadian  neighbors,  whether  it  is  Duluth 
and  Thunder  Bay,  Detroit  and  Windsor,  Cleveland  and  Toledo  look- 
ing over  at  Toronto  and  Hamilton,  or  the  ports  of  Chicago  and  Mil- 
waukee and  Indiana,  all  reliant  on  this  binational  seaway.  We  are 
in  the  front  lines  of  our  Nation's  competition  for  overseas  market 
with  the  Canadians.  The  harbor  maintenance  tax  frankly  has  hurt 
us.  So  has  the  customs  tonnage  tax,  which  was  quadrupled  in  1990 
and  was  promised  to  be  a  temporary  measure. 

In  short  we  have  two  requests.  Roll  back  the  harbor  maintenance 
tax  to  the  0.04  percent.  Number  two,  adopt  a  policy  whereby  no 
new  or  increased  maritime  trade  taxes  are  promulgated  without 
first  evaluating  the  impact  on  U.S.  commerce  including,  Mr.  Chair- 
man, the  understanding  and  recognition  that  a  shift  of  cargos  from 
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the  waterways  to  other  modes  of  transportation  will  require  more 
energy,  will  cause  greater  negative  impact  on  the  environment,  and 
will  create  more  social  disruption  and  urban  traffic  stress. 

I  specifically  call  your  attention  to  page  6  of  the  American  Water- 
ways Operators  testimony  which  quotes  a  Minnesota  Department 
of  Transportation  study  regarding  this  matter.  Thank  you  very 
much  for  this  opportunity. 

Mr.  Gibbons.  Thank  you. 

Mr.  Terpstra.  Mr.  Chairman,  I  am  John  Terpstra,  the  executive 
director  of  the  Port  of  Tacoma  in  the  State  of  Washington.  I  cer- 
tainly support  the  testimony  already  given  by  the  directors  of  the 
Port  of  Boston  and  the  Port  of  Duluth.  I  would  like  to  describe, 
though,  an  additional  burden  that  the  ports  of  Tacoma  and  Seattle 
in  the  Puget  Sound  must  overcome  along  with  the  diversion  issue 
created  by  the  harbor  maintenance  tax. 

The  Puget  Sound  ports  of  Seattle  and  Tacoma,  two  of  our  Na- 
tion's largest  ports,  are  naturally  deep,  low  maintenance  ports  that 
need  very  little  of  this  maintenance  funding,  yet  we  serve  the  en- 
tire United  States  as  national  gateway  ports.  Together  the  ports  of 
Tacoma  and  Seattle  average  only  about  $100,000  annually  in  har- 
bor maintenance  dredging,  yet  Customs  collects  about  $50  million 
in  harbor  maintenance  taxes  from  those  cargoes  that  pass  through 
our  ports. 

This  discrepancy  accentuates  the  diversion  burden  on  the  Puget 
Sound  ports  and  other  ports  that  do  not  require  large  amounts  of 
maintenance  by  providing  a  financial  advantage  to  other  competing 
U.S.  ports  that  require  high  volumes  of  expensive  annual  dredging. 
It  is  because  of  this  that  we  certainly  support  reasonableness  in 
this  type  of  tax  if  not  potentially  its  elimination  someday  because 
of  that  equal  plajring  field  that  we  desire. 

Thank  you  very  much  for  allowing  me  to  testify. 

[The  prepared  statement  follows:] 
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TESTIMONY  OF 

THE  MASSACHUSETTS  PORT  AUTHORITY 

THE  AMERICAN  GREAT  LAKES  PORTS 

AND  THE  PORTS  OF  TACOMA  AND  SEATTLE 


Introduction 


We  are  pleased  to  have  an  opportunity  to  testify  today  in  support  of  President  Clinton's 
proposals  for  public  investment  and  deficit  reduction  as  they  apply  to  the  ports  of  the 
United  States  in  general  and  to  the  jwrts  we  directly  represent  in  particular.  Ports  will 
benefit  from  many  of  the  proposals,  including  full  funding  of  the  Intermodal  Surface 
Transportation  Efficiency  Act  of  1991  (ISTEA)  and  funding  for  Economic  Development 
Administration  gremts. 

The  deep  draft  commercial  ports  of  our  country  handle  95  percent  of  the  nation's 
international  trade  --  nearly  one  million  tons  of  cargo  a  year  worth  nearly  500  billion  dollars. 
Commercial  port  activities  generate  1.5  million  jobs  for  American  workers  and  return  more 
than  19  billion  dollars  in  taxes  to  our  local,  state  and  federal  governments. 

Historically,  the  plarming,  development,  management,  and  maintenance  of  our  public  ports 
have  been  the  responsibility  of  local,  county  and  state  governments.  Since  the  end  of  World 
War  II,  our  public  port  authorities  have  invested  more  than  ten  billion  dollars  to  develop 
modern  marine  facilities  to  meet  the  needs  of  American  shippers  and  keep  pace  with  rapidly 
changing  shipping  technology. 

We  are  public  entities  mandated  by  law  to  serve  public  purposes  -  primarily  facilitation  of 
waterbome  commerce  and  the  generation  of  local  and  regional  economic  growth.  As  public 
agencies,  we  share  the  public  interest  in  serving  our  country's  economic,  international  trade 
and  national  security  objectives.  Public  ports  are  a  vital  conduit  linking  the  United  States 
to  world  markets.  We  serve  broad  hinterlands,  connecting  farmers,  manufacturers  and 
suppliers,  often  thousands  of  miles  inland,  to  markets  thousands  of  miles  from  our  shores, 
and  bringing  low  cost  goods  to  American  consumers. 

As  public  agencies,  our  ports  are  well  aware  of  the  difficult  fiscal  climate  in  which 
government  -  federjil,  state,  and  local  --  must  operate.  We  are  prepared  to  play  our  part 
in  the  difficult  task  of  reducing  the  federal  deficit  and  regenerating  the  national  economy. 
We  are  prepared  to  continue  to  invest  local  and  state  dollars  in  our  national  infrastructure. 

Specifically,  we  support  the  President's  proposal  to  authorize  expenditure  by  Customs  of  up 
to  five  million  dollars  aimually  for  increased  enforcement  of  the  Harbor  Maintenance  Tax. 
However,  we  strongly  oppose  any  further  increase  in  trade  taxes. 

We  remember  clearly  the  closing  days  of  the  101st  Congress.  In  the  name  of  budget 
reconciliation,  new  taxes  were  levied  and  old  taxes  increased  with  little,  if  any,  evaluation 
of  the  overall  impact  on  the  international  competitiveness  of  U.S.  industry.  A  myriad  of  new 
or  increased  taxes  directly  affecting  the  maritime  industry  were  levied,  including  the  Harbor 
Maintenance  Tax,  vessel  tormage  tax,  direct  and  indirect  Coast  Guard  user  fees.  Customs 
user  fees,  St.  Lawrence  Seaway  tolls,  and  the  APHIS  vessel  inspection  fee,  to  name  a  few. 

The  effect  of  these  new  and  increased  taxes  was  less  competitive  U.S.  export  products  and 
higher  costs  to  consumers.  We  don't  want  to  make  that  mistake  again.  Let's  be  sure  we 
know  the  impact  on  our  trading  competitiveness  before  requiring  any  additional  trade  taxes. 
The  GAO  in  its  study  of  Federal  Assessments  on  the  Maritime  Industry,  released  last  week, 
identified  twelve  federal  agencies  levying  a  total  of  117  diverse  assessments  for  total 
collections  of  11.9  billion  dollars  in  fiscal  year  1991.  Ninety-two  percent  of  these  collections 
go  directly  to  the  General  Fund  of  the  U.S.  Treasury.  Only  eight  percent  reimburse  the 
agency  providing  the  service  or  generate  a  port  related  trust  fund.  So  much  for  "user"  fees! 

At  a  time  in  which  global  competitiveness  is  key  to  our  nation's  future,  these  increased  trade 
taxes  are  a  disincentive  to  export.  Exports  are  increasingly  necessary  to  the  health  of 
America's  economy,  especially  as  we  try  to  fuel  an  economic  recovery.  One  out  of  six  U.S. 
manufacturing  jobs  can  be  linked  to  exports,  and  more  than  one-third  of  major  U.S.  grain 
crops  are  exported.  Export  growth  is  essential  to  our  future  international  competitiveness. 

For  bulk  commodities  in  close-margin  international  markets,  such  as  grain  and  coal,  just  a 
few  cents  a  ton  can  determine  the  commodity's  competitive  position  in  the  marketplace. 
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These  taxes  have  also  increased  the  cost  of  using  U.S.  ports,  encouraging  the  diversion  of 
cargoes  from  U.S.  to  foreign  ports.  Together,  these  effects  mean  a  decHne  in  U.S. 
competitiveness,  income,  and  jobs. 

We  are  particularly  concerned  about  the  Harbor  Maintenance  Tax  and  would  take  this 
opportunity  to  reiterate  the  position  of  the  American  Association  of  Port  Authorities  on  this 
t£ix.  The  U.S.  member  ports  of  AAPA  strongly  oppose  any  further  increase  in  the  Harbor 
Maintenance  Tax  and  seek  to  ensure  that  the  tax  is  used  only  for  its  intended  purpose  and 
is  set  at  the  level  needed  maintain  our  deep  draft  navigation  system.  We  oppose  the 
accumulation  of  any  surplus  or  use  of  the  fund  for  deficit  reduction  purposes. 

Background  on  the  Harbor  Maintenance  Tax 

The  Harbor  Maintenance  Tax  was  established  in  1986  (P.L.  99-662)  to  offset  the  Corps  of 
Engineers'  cost  for  maintaining  America's  harbors  and  ports.  Previously,  these  activities 
were  paid  entirely  from  general  tax  revenue,  but,  under  the  1986  statute,  the  Corps  was 
authorized  to  recover  up  to  40  percent  of  its  operations  and  maintenance  costs  from  Harbor 
Maintenance  Trust  Fund  revenues. 

The  1986  law  authorized  the  U.S.  Customs  Service  to  begin  collecting  a  .04  percent  tax  on 
the  value  of  waterborne  commerce  and  passenger  fares  moved  through  U.S.  ports.  It  was 
adopted  with  the  express  understanding  that  it  would  not  be  raised  further.  To  quote  from 
the  Senate  Finance  Committee  report: 

"In  light  of  its  concern  that  rate  increases  could  have  adverse  economic 
consequences,  the  Committee  does  not  intend  to  increase  the  rates  of  port  user 
charges  above  the  levels  established  in  the  Committee  amendment.  TTie  Committee 
believes  that  higher  rates  would  unduly  increase  the  costs  to  consumers  of  imported 
goods,  disadvantage  the  competitiveness  of  American  products  and  commodities  in 
the  international  marketplace,  and  likely  result  in  economic  disruption  of  the  port 
industry." 

Despite  this  intent,  unexpectedly  and  without  consultation  or  prior  study  of  its  impact  on 
trade,  the  Omnibus  Reconciliation  Act  of  1990  tripled  the  fee  to  .125  percent  ad  valorem. 
The  only  justification  for  the  change  was  to  raise  revenues  to  recover  100  percent  of  the 
Corps'  authorized  operations  and  maintenance  costs. 

There  is  little  evidence  that  the  current  level  of  the  tax  is  warranted  by  the  amount  of  port 
dredging  expenses.  Although  the  report  detailing  the  receipts  and  expenditures  from  the 
Fund  required  by  Section  330  of  the  Water  Resources  Act  of  1992  (due  on  March  1st)  is 
not  yet  available,  it  is  estimated  that  the  Harbor  Maintenance  Tax  Fund  currently  has  a 
surplus  in  excess  of  one  hundred  million  dollars. 

Cargo  Diversion 

All  U.S.  coastal  ranges  have  been  adversely  impacted  by  additional  trade  taxes;  however, 
the  Harbor  Maintenance  Tax  is  a  particular  concern  for  U.S.  seaports  bordering  Canada. 
The  diversion  of  cargo  to  Canadian  ports  is  a  very  real  problem  faced  by  the  northern  tier 
U.S.  ports,  from  the  Pacific  Northwest,  across  the  Great  Lakes  to  the  North  Atlantic.  The 
U.S.  Maritime  Administration's  most  recent  study  of  cargo  diversion  reported  that  more 
than  11  billion  dollars  in  U.S.  trade  moved  through  Canadian  ports  in  1989. 

American  ports  in  the  North  Pacific,  Great  Lakes,  and  North  Atlantic  ranges  engage  in 
intense,  direct  competition  for  cargo  with  Canadian  ports.  It  is  important  to  understand  that 
we  welcome  the  opportunity  to  compete  with  our  Canadian  neighbors  in  an  open  market. 
However,  the  multitude  of  federal  lax  and  fee  increases  has  distorted  the  historical  balance 
of  cargo  flows.  A  few  examples  will  serve  to  highlight  the  distortions  created  by  the  increase 
in  this  tax: 
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Cargo  moving  on  an  average  container  ship  calling  at  a  U.S.  port  generates  about  S7S,000 
in  harbor  maintenance  taxes.  Shippers  can  avoid  these  costs  entirely  by  moving  their  freight 
through  Canadian  ports  where  no  such  federal  tax  is  collected. 

The  Puget  Sound  ports  of  Seattle  and  Tacoma,  two  of  our  nation's  largest  f>orts,  are 
naturally  deep,  low  maintenance  ports  that  handle  a  high  volume  of  high-value  cargo. 
Together,  these  p>orts  average  only  about  $100,000  in  harbor  maintenance  dredging 
expenditure  annually,  yet  Customs  collects  about  SSO  million  in  harbor  maintenance  taxes. 
In  other  words,  the  ship[>ers  who  use  these  major  Puget  Sound  f>orts  pay  a  dollar  for  each 
permy  of  benefit  in  harbor  maintenance.  This  discrepancy  should  be  of  concern  beyond 
Puget  Sound  --  73  f>ercent  of  all  cargo  moving  through  these  ports  has  an  origin  or 
destination  east  of  the  Rockies. 


TTie  Harbor  Maintenance  Tax  increase  has  had  a  similarly  negative  impact  on  the  North 
Atlantic.  While  .125  percent  sounds  like  a  small  amount,  its  impact  on  New  England's  high 
value  cargo  has  been  dramatic.  Multinational  high  technology  companies  have  documented 
an  increase  of  $200  to  $400  per  container.  By  comparison,  total  container  handling  charges 
at  the  Port  of  Boston  average  less  than  $300.  Tlie  Port  of  Boston  handles  eight  billion 
dollars  worth  of  cargo  annually.  Tlie  tripled  harbor  maintenance  tax  assesses  ten  million 
dollars  annually  against  this  cargo.  However,  the  port's  natural  deep  water  does  not  require 
frequent  maintenance  dredging.  In  the  past  five  years,  the  Corps  records  no  expenditure 
of  funds  for  maintenance  dredging  in  Boston  Harbor.  In  light  of  this,  it  is  not  surprising  that 
New  England  shippers  have  been  at  the  forefront  of  the  fight  to  rollback  the  Harbor 
Maintenance  Tax. 

The  impact  of  the  tax  increases  on  the  U.S.  Ports  of  the  Great  Lakes  with  their  direct 
geographic  proximity  to  the  Canadian  Great  Lakes  Ports  has  also  been  significant.  Perhaps 
the  most  dramatic  is  the  story  of  the  Incan  Superior.  Tlie  Incan,  a  roll  on-roll  off  railcar 
ferry,  made  160  trips  a  year  between  Thunder  Bay,  Ontario  and  Duluth,  Minnesota-Superior, 
Wisconsin.  She  carried  forest  and  agricultural  products  between  the  two  fwrts.  The 
alternative  was  a  circuitous  loop  on  Highway  61  around  Lake  Superior's  north  shore. 
Ehiring  the  summer  season  this  highly  traveled  road  already  has  a  serious  conflict  between 
auto  and  truck  traffic.  There  as  little  doubt  as  to  the  economic  and  environmental  benefits 
of  the  Incan  Su[)erior's  service.  However,  with  the  tripling  of  the  Harbor  Maintenance  Tax, 
the  Incan's  owners  were  faced  with  a  tax  which  increased  overnight  from  $68,000  per  year 
to  $220,000  per  year.  It  is  interesting  to  note  that  while  this  tax  might,  in  theory,  help  to 
maintain  Duluth's  chaimel  depth  of  27  feet,  the  Incan  Superior  draws  only  17  feet.  As  you 
might  guess,  this  story  does  not  have  a  happy  ending.  With  the  huge  tax  increase,  the  Incan 
service  could  not  compete  with  overland  trjuisportation  and  was  terminated.  The  vessel  is 
now  operating  on  the  Canadian  west  coast  and  freight  between  Duluth  and  Thunder  Bay 
has  now  been  added  to  the  congestion  of  Highway  61. 

In  each  case,  since  cargo  moving  across  the  border  by  truck  to  use  Canadian  ports  is  not 
subject  to  the  tax,  the  result  is  enormous  pressure  to  divert  cargo  away  from  the  public  ports 
of  the  United  States. 

Summary 

In  summary,  taxes  on  trade  are  regressive  -  taxes  cannot  be  collected  on  commodities  that 
are  not  being  shipped  internationally  because  they  have  been  priced  out  of  foreign  markets 
or  are  escaping  U.S.  taxes  by  fleeing  across  the  border  to  Canadian  jwrts.  Not  only  do  our 
northern  tier  ports  lose  cargo  to  Canada,  but,  from  a  national  perspective,  the  projected  tax 
revenue  is  lost  to  the  U.S.  Treasury;  cargo  which  could  move  efficiently  by  water  is  instead 
imposing  a  further  load  on  our  already  overburdened  highways  and  bridges.  Worst  of  all, 
the  tax  is  a  disincentive  to  export.  The  Harbor  Maintenance  Tax  undercuts  our 
competitiveness  in  the  international  marketplace  at  a  time  when  we  should  instead  be 
expanding  our  trade  horizons. 
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As  Congress  grapples  with  the  difficult  problem  of  reducing  the  deficit  while  encouraging 
economic  recovery,  we  urge  you  to  fulfill  the  pledge  made  in  1986  and  return  the  Harbor 
Maintenance  Tax  to  .04  percent.  We  believe  that  the  fair  remedy  and  the  best  for  U.S. 
trade  is  to  roll  back  the  Harbor  Maintenance  Tax  to  .04  percent.  At  the  very  least  we  urge 
that  the  rate  be  set  at  no  more  than  100%  of  costs  and  that  charges  be  limited  to  activities 
now  authorized. 

No  new  or  increeised  taxes,  fees,  or  other  levies  on  international  trade  should  be  adopted 
without  first  assessing  the  cimiulative  impact  on  trade  and  our  international  competitiveness. 
The  recently  released  CAO  study  should  be  an  important  tool  in  assessing  impacts. 

We  appreciate  this  opportunity  to  comment  on  the  President's  pro|K>sals  and  look  forward 
to  working  with  you  to  enhance  the  comptetitive  ptosition  of  the  United  States  in 
international  markets  by  continuing  to  build  and  operate  the  best  port  system  in  the  world. 
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Mr.  Gibbons.  Thank  you.  Yes,  sir.  Mr.  Cook. 

STATEMENT  OF  HARRY  N.  COOK,  PRESIDENT,  NATIONAL 
WATERWAYS  CONFERENCE,  INC. 

Mr.  Cook.  Mr.  Chairman,  my  name  is  Harry  N.  Cook.  I  am 
president  of  the  National  Waterways  Conference.  Some  400  water- 
way-related businesses,  industries  and  agencies  participate  in  our 
organization,  and  they  are  principally  companies  which  utilize  the 
inland  waterways  to  ship  or  receive  their  products  as  well  as  ports 
and  terminals,  water  carriers,  barge  building  and  repair  firms. 
State  government  agencies  and  river  valley  associations. 

I  wish  to  discuss  the  proposed  $1  per  gallon  inland  waterway  fuel 
tax  and  the  economic  impact  it  will  have  on  the  mid-continent  area, 
on  America's  basic  industries  and  agriculture,  and  on  the  ports  and 
waterways  infrastructure.  Moreover,  this  pending  fuel  tax  is  an- 
other trade  tax,  making  it  more  difficult  for  U.S.  producers  to  com- 
pete in  foreign  markets  as  the  previous  witnesses  have  just  ex- 
plained. 

For  generations  the  major  export  from  America's  river  valleys 
was  neither  crops  nor  coal,  but  people.  Often  spurred  on  by  inland 
waterway  access  to  raw  materials  and  growing  markets,  the  eco- 
nomic development  of  our  river  valley  economy  since  World  War  II 
is  changing  that  equation. 

As  President  Kennedy  said  in  dedicating  an  Arkansas  waterway 
project  in  1963,  "These  projects  protect  and  create  wealth — new  in- 
dustries, new  income,  new  incentives  and  interests,  and  the  wealth 
they  assure  to  one  region  becomes  a  market."  Now,  a  new  adminis- 
tration in  Washington  is  seeking  to  inspire  a  Nation  to  think  in 
terms  of  investing — investing  in  people,  investing  in  infrastructure, 
investing  in  the  future,  investing  in  America.  We  would  do  well  to 
see  inland  waterways  as  both  the  model  and  the  methodology  for 
what  works. 

All  Federal  navigation  investments  are  subject  to  strict  benefit- 
cost  analysis  in  which  the  public  benefits  must  exceed  the  public 
cost.  It  is  all  there  in  black,  not  red,  ink  for  anyone  to  see.  Inland 
waterway  investment  strategies  involve  communities  and  govern- 
ments and  the  private  sector  as  partners  in  their  own  destinies. 
The  navigation  system  is  a  product  of  a  joint  venture  in  which  the 
Federal  Government  is  just  one  of  the  parties  which  makes  it  pos- 
sible. 

Other  partners  in  this  joint  venture  build  and  maintain  the  ports 
and  terminals,  elevators,  storage  facilities,  access  roads,  and  the 
manufacturing,  refining  and  other  plants  that  provide  the  jobs. 
None  of  the  partners,  including  the  Federal  Government,  can  do  it 
alone.  If  the  proposed  $1  per-gallon  waterway  fuel  tax  is  imposed 
on  top  of  present  fuel  taxes  and  a  new  Btu  tax.  Federal  fuel  taxes 
totaling  $1.30  a  gallon  will  raise  fuel  taxes  by  1997  a  staggering 
665  percent,  increase  carrier  costs  by  approximately  250  percent 
and  hike  barge  freight  rates  by  40  to  50  percent  or  more.  Because 
waterways  move  such  large  volumes  of  the  fuels,  raw  materials, 
and  farm  crops  which  sustain  American  industry  and  agriculture, 
high-level  increases  in  barge  costs  will  reverberate  throughout  the 
U.S.  economy. 
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Economic  dislocations  brought  on  by  high-level  fuel  taxes  will 
considerably  worsen  regional  inequities.  In  effect,  inland  navigation 
allows  the  economies  of  inland  regions  to  compete  with  coastal 
areas  on  a  more  level  playing  field.  For  instance,  the  coal  in  the 
West  Virginia  mountains  has  always  been  there,  but  without  trans- 
portation this  coal  is  almost  valueless.  The  availability  of  transpor- 
tation gives  value  to  coal  and  ores  and  other  raw  materials.  The 
less  that  transport  to  market  costs,  the  more  value  it  adds. 

On  the  other  hand,  the  more  transportation  costs,  the  less  valu- 
able it  is.  Nearly  30  years  ago  a  distinguished  chairman  of  this 
committee,  the  late  Wilbur  D.  Mills,  observed  "that  each  new 
project  which  extends  our  inland  waterways  system  becomes  the 
beneficiary  of  every  previous  and  existing  project  and  vice  versa. 
The  effect  on  our  Nation's  efficiency  and  prosperity  is  cumulative." 

Well,  the  impact  of  the  pending  reverse  investment  $1  fuel  tax 
will  be  cumulative  to  consumers  certainly,  but  interior  river  valleys 
will  take  the  full  brunt.  Traffic  on  these  newer  segments  to  which 
Mr.  Mills  referred  would  decline  precipitously  to  a  point  where 
users  of  the  more  heavily  trafficked  segments  would  demand  an 
end  to  the  cross-subsidization  effect  of  high-level  fuel  taxes  financ- 
ing operation  and  maintenance  costs  for  tributaries  they  seldom 
use.  Some  tributaries  will  close,  then  others,  and  then  in  a  rel- 
atively short  time,  it  is  50  years  ago.  An  additional  $1  fuel  tax  in- 
dexed to  full  cost  recovery  of  Federal  operation  and  maintenance 
outlays  will  lead  to  the  dismantling  of  the  inland  waterways  sys- 
tem as  we  know  it  and  turn  back  the  clock  of  progress  in  the  name 
of  change. 

Thank  you,  Mr.  Chairman,  for  allowing  us  to  present  this  testi- 
mony. 

Mr.  Gibbons.  Thank  you,  Mr.  Cook. 

[The  prepared  statement  follows:] 
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STATEMENT  OF   HARKY   N.   COOK 

PRESIDENT  OP   THE   NATIONAL   WATERWAYS   CONFERENCE,   INC. 

BEFORE   THE   COMMITTEE   ON   WAYS  AND   MEANS 

HODSB   or   UBPRESENTATIVES,   WASBINGTOM,  D.C. 


Marob  17,  1993 


My  name  is  Harry  N.  CcxjJc,  and  I  am  president  of  the  National  Water- 
ways Conference.     Founded  in  1960,  the  Conference  is  a  nationwide  organi- 
zation of  some  400  waterway-related  businesses,  industries  and  agencies. 
Our  membership  includes  companies  which  utilize  the  inland  waterways  to 
ship  or  receive  products  eis  well  as  ports  and  terminals,  water  ceurriers, 
barge  building  and  repair  firms,  metrine  insurance,  state  governments  and 
river  vcdley  associations. 

For  generations  the  major  export  from  America's  river  veilleys  vsls 
neither  crops  nor  coed,  but  people.     Often  spurred  on  by  inland  waterway 
access  to  raw  materials  and  growing  meirkets,  the  economic  development  of 
our  river  valley  economies  since  World  War  II  is  changing  that  equation. 
As  President  John  F.  Kennedy  said  when  he  dedicated  an  Arlcansas  waterway 
project  the  month  before  he  died:     "These  p..-ojects  protect  and  create 
wealth  —  new  industries,  new  income,  new  incentives  and  interests.     And 
the  wecilth  they  assure  to  one  region  becomes  a  meirket  for  another  —  so 
that  the  benefits  of  this  project  also  help  those  who  manufacture  auto- 
mobiles in  Detroit,  and  those  who  mate  steel  in  Pittsburgh  and  those  who 
make  shoes  in  Massachusetts." 

Even  the  Congressional  Budget  Office,  which  has  criticized  Federal 
water  resources  investments  in  the  past,  concedes  that  inland  navigation 
promotes  regional  economic  development  and  that  Federal  dis-investment  in 
the  form  of  a  cost-recovery  fuel  tax  will  result  in  lower  incomes.     More- 
over, the  CBO  is  off  base  in  asserting  that  inland  water  transport  is  the 
most  heavily  subsidized  form  of  commercial  freight  transportation.     By 
measuring  FedereLL  inland  waterways  expenditures  as  a  percentage  of  the 
freight  bill,  rather  than  in  terms  of  the  totfO.  Federal  investment  for 
each  of  the  transport  modes  or  in  subsidy  per  ton-mile,  the  CBO  computa- 
tion is  skewed  ageiinst  low-cost  transport.    If  barge  rates  were  higher, 
the  CBO  computation  would  show  that  the  subsidy  was  lower.     Nonetheless, 
the  low  rates  for  inland  water  freight  are  proof  that  the  savings  in 
transportation  costs  afforded  by  Federeil  investments  eure  being  passed  on 
to  shippers,  receivers  and  consumers. 

A  new  Administration  in  Washington  seeking  to  inspire  a  Nation  to 
think  in  terms  of  investing  —  investing  in  people,  investing  in  infra- 
structure, investing  in  the  future,  investing  in  America  —  would  do  well 
to  see  inland  waterways  as  both  the  model  and  the  methodology  for  what 
works.    All  Federal  navigation  investments  are  subject  to  a  rigorous  cost- 
benefit  analysis  in  which  public  benefits  must  exceed  the  public  costs. 
It's  all  there  in  black,  not  red  ink,  for  anyone  to  see. 

Inland  waterway  investment  strategies  involve  communities  and  gov- 
ernments and  the  private  sector  sls  pcirtners  in  their  own  destinies.     The 
navigation  system  is  the  product  of  a  joint  venture  in  which  the  Federal 
government  is  just  one  of  the  parties  which  makes  it  possible.    Other 
partners  in  this  joint  venture  build  and  midntedn  the  ports  and  terminals, 
elevators,  storage  facilities,  access  roads,  and  the  manufacturing,  re- 
fining or  other  plants  that  provide  jobs.    None  of  these  partners  — 
including  the  Federal  government  —  could  have  done  it  alone. 

In  all,  if  the  $1  tax  is  imposed  on  top  of  present  fuel  taxes  and  a 
new  BTU  tax,  Federal  fuel  taxes  totalling  $1.30  a  gallon  by  1997  will 
raise  fuel  taxes  by  a  staggering  665  percent,  increase  carrier  costs  by 
approximately  250  percent,  and  hike  freight  rates  ijy  40  to  50  percent. 
Because  waterways  move  such  l2urge  volumes  of  the  fuels,  raw  materiALs  and 
feurm  crops  which  sustain  American  industry  and  agriculture,  high-level 
increases  in  barge  costs  will  reverberate  throughout  the  U.S.  economy.    In 
an  edready  weakened  economy,  not  only  will  some  water-dependent  industries 
face  cutbacks,  but  with  gretin  and  co2lL  exports,  employment  and  interior 
regions  directly  affected,  the  U.S.  economy  —  and  long-held  public  policy 
objectives  —  will  surely  suffer. 
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I  refer  to  the  defeat  of  inportant  public  policy  goals  such  as  the 
stimulation  of  growth  in  under-developed  regions  like  Appeilachia,  the 
Ozarks  and  the  Mississippi  Delta;  regionad  economic  development  through 
the  Arkansas  River,  Tennessee-Tombigbee  and  Red  River  programs;  ruratl- 
urban  beLlance;  export  expansion  and  competitiveness;  a  finely  crafted 
highway,  rail  and  water  transportation  network,  etc. 

Economic  dislocations  brought  on  by  high-level  fuel  taxes  will 
considerably  worsen  regional  economic  inequities.     In  effect,  inland 
navigation  allows  the  economies  of  interior  regions  to  compete  with  other 
regions  on  a  more  level  playing  field.     For  instance,  the  coeil  in  the  West 
Virginia  mountains  has  always  been  there.     But  without  transportation  this 
coed,  is  vedueless.     Transportation  to  market  gives  vedue  to  coed,  ores  and 
other  raw  materieds.    The  less  that  transport  to  market  costs,  the  more 
vedue  it  adds  —  and  vice  versa. 

A  fuel  tax  of  the  proposed  magnitude  will  be  a  heavy  jolt  to  basic 
industry  and  agriculture  that  depend  on  beurges  to  move  massive  quantities 
of  raw  materials,  farm  crops  and  fuels.     Barges  transport  one-half  the 
Nation's  export  grain,  30  percent  of  the  petroleum  and  petroleum  products, 
and  a  quarter  of  the  coal  for  domestic  electric  utilities  and  export.     But 
the  reed  vedue  of  waterway  transport  cannot  be  related  in  tonnages  alone. 
Commerce,  like  water,  flows  edong  the  lines  of  least  resistance.  Produc- 
tion and  industry  have  gravitated  to  the  areas,  and  edong  the  routes,  of 
lowest  costs.    The  industrial  and  agricultural  development  that  has  oc- 
curred along  the  inland  waterway  system  of  interior  America  has  benefitted 
this  Nation  beyond  measure. 

Nearly  30  years  ago  a  distinguished  cheiirman  of  this  Committee,  the 
late  Wilbur  D.  Mills,  observed,  "Each  new  project  which  extends  our  inland 
waterway  system  becomes  the  beneficiary  of  every  previous  and  existing 
project  and  vice  versa.     The  effect  on  our  Nation's  efficiency  and 
prosperity  is  cumulative."    The  effect  of  this  reverse-investment  $1  fuel 
tax  will  be  cumulative  to  consumers,  certainly,  but  river  valley  economies 
will  take  the  full  brunt.    Traffic  on  these  newer  segments,  to  which  Mr. 
Mills  referred,  will  decline  precipitously  to  a  point  were  ceuriers  on 
more  heavily  trafficked  segments  will  demand  an  end  to  the  cross- 
subsidization  effect  of  high-level  fuel  taxes  financing  operation  and 
medntenance  costs  for  segments  they  dont  use. 

Some  segments  will  close,  then  others,  and  then  in  relatively  short 
time,  it  is  50  years  ago.  An  additional  $1  fuel  tax  indexed  to  full  cost- 
recovery  of  Federal  operation  and  maintenance  outlays  will  lead  to  the 
dismantling  of  the  inland  waterway  system  eui  we  know  it  and  turn  back  the 
clock  of  progress  in  the  name  of  change. 


National  Waterways  Conference,  Inc. 
1130  17th  Street,  Northwest 
Washington,  D.C.    20036 
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APPENDIX    A 

An  Additional  $1  Fuel  Tax:  Why  Not? 

MINE    KEY  REASONS   WHY  THE   RECOVERY  OF    INLAND   O&N   COSTS 
IS   DEFINITELY  NOT  IN  THE    PUBLIC   INTEREST 

Th«  issue.     The  President's  economic  plan  includes  a  proposal  to  fully  re- 
cover operation  and  maintenance  (O  i  M)  costs  of  the  shallow-draft  inland  naviga- 
tion system.     Cost  recovery  would  be  in  the  form  of  an  additional  tax  on  water- 
ways fuel.     After  a  four-year  phase  in,  the  tax  would  be  $1  per  gallon.    This 
would  be  in  addition  to  the  current  fuel  tax  (which  pays  for  one-hcilf  of  inland 
navigation  construction  and  rehabilitation  and  will  reach  20  cents  a  gaillon  in 
1995)  and  the  prop>osed  BTU  tax,  which  will  add  10  to  15  cents  f>er  gallon  to  the 
cost  of  fuel. 

Here  is  the  text  of  the  proposed  Sl-per-gjdlon  fuel  tax  as  described  in  the 
pending  economic  plan,  "A  Vision  of  Change  for  America:" 

Phase-in  increased  Inland  H'alenvay  user  fees.  Ihe  Nation's  inland  waterways 
arc  the  most  heavily  subsidized  rorm  of  commercial  freight  transportation.  Since 
the  system  was  constructed  for  commercial  navigation  beneficiaries,  they  should 
pay  for  all  operation  and  maintenance  costs.  Existing  inland  waterway  fuel  taxes 
collected  on  applicable  segments  of  the  system  only  ofTset  half  of  the  Corps  of 
Engineers'  cost  of  construction  and  major  rehabilitation  (estimated  at  $430 
million  in  1993).  This  proposal  would  increase  the  1994  Federal  inland 
waterway  fuel  lax  from  19  cents  to  $1.19  per  gallon  in  a  series  of  increasing 
steps  to  a  total  of  $1.00.  Estimated  savings  are  $460  million  in  1997,  $820 
million  over  four  years. 

The  fuel  tax  will  substantially  raise  barge  rates.    At  present,  waterway 
fuel  costs  about  60  cents  a  gallon  and  water  transportation  firms  pay  17  cents 
a  gsdlon  in  fuel  tax,  or  77  cents  a  geillon.     Without  including  the  proposed  BTU 
tax,  waterway  fuel  costs  would  jump  to  at  least  $1.80  a  gctllon  by  1997  —  an 
increase  of  234  percent!    On  a  grain  haul  from  St,  Paul  to  Baton  Rouge-New 
Orleans,  fuel  costs  would  rise  from  $3.13  per  ton  to  $7.33  per  ton.    And  the 
fuel  cost  in  moving  cocil  from  the  Kanawha  River  to  the  Gulf  would  go  up  by 
$4.41  per  ton.     When  fuel  costs  go  up  so  much,  barge  rates  will  take  a  leap, 
too.     The  $1  fuel  tax  will  add  at  least  40  to  60  percent  to  freight  rates. 

Barge  rate  increases  are  difficult  to  pass  on.     In  the  case  of  export  coal, 
advances  in  barge  rates  would  be  of  a  magnitude  which  are  likely  to  kill  off 
most  overseas  markets.     Some  coal  now  moving  to  the  Gulf  Coast  by  barge  might 
shift  to  rail  but  find  its  way  to  East  Coast  ports,  leaving  Lower  Mississippi 
River  transfer  points  unused.    In  the  case  of  export  grain,  any  increases  in 
transportation  costs  usuailly  come  out  of  farmers'  pockets.     This  could  trigger 
higher  Government  loans  and  other  assistance.     Barge  rate  increases  could  shift 
grain  to  railroads,  which  ailready  face  hopper-car  capacity  problems. 

Consumers  would  bear  the  direct  impact  of  the  fuel  tax.     Large-scale  in- 
creases in  the  cost  of  waterway  transportation  would  be  felt  immediately  in  the 
marlcetplace.     This  is  because  river  barges  move  such  huge  volumes  of  raw  ma- 
terials, fuels,  and  farm  crops:    coal  for  generating  electricity,  gasoline  and 
home  heating  oil,  tractor  fuel  and  farm  fertilizer,  grain  and  soybeans,  cement 
and  other  building  materials,  industrial  chemiccils,  metallic  ores,  etc.     In- 
creases in  water  transportation  rates  will  be  reflected  in  the  cost  of  elec- 
tricity, gasoline,  new  construction,  foodstuffs,  and  other  consumer  goods. 

The  $1  fuel  tax  will  have  other  adverse  effects.     Barge  transportation  is 
so  veduable  because  it  is  so  economical.     Without  barges,  many  coeil  fields 
would  not  be  competitive.     Waterways  are  vit:al  to  many  interior  regions  and 
industries,  helping  to  make  their  products  competitive  in  distant  markets  which 
they  could  not  otherwise  reach.     In  turn,  these  same  areas  become  significant 
markets  for  the  products  of  other  areas.     Besides,  barge  rates  generailly  serve 
as  the  "floor"  for  overland  rates.     As  river  rates  rise,  so  usujilly  do  rail  and 
truck  rates. 

Exports  could  plummet  as  •>trade  taxes"  escalate.    Added  to  a  host  of  other 
user  taxes  on  U.S.  exports,  the  proposed  $1  fuel  tax  will  make  it  more  diffi- 
cult for  us  to  sell  our  products  overseas.     It's  the  accumulative  impact  of 
these  fees  and  taxes  which  is  such  a  burden  to  our  exports.     Waterborne  com- 
merce already  pays  a  steep  harbor  maintenance  tax,  vessel  tonnage  tax,  and  a 
wide  range  of  Customs  and  USDA  inspection  fees.     In  addition,  half-a-dozen  U.S. 
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Coast  Guard  user  fees  are  pending.    The  $1  tax  could  send  our  trade  deficit 
through  the  roof. 

Modal  shifts  will  have  dira  environmental  apecta.     If  the  proposed  $1  fuel 
tax  diverts  commerce  from  river  barges  to  rail  and  truck,  the  environmental 
consequences  will  be  severe.    Overland  modes  are  responsible  for  more  air  and 
noise  pollution,  more  enisions,  and  more  accidents.    In  Minnesota,  for  example, 
a  recent  study  found  that,  if  the  state's  barge  traffic  were  shifted  to  rail, 
fuel  use  would  increase  by  331  percent,  emissions  by  470  percent  and  probable 
accidents  by  290  percenti     Waterway  transportation  is,  in  fact,  the  environ- 
mentally superior  node.     Why  peneHize  it  with  an  unwarranted  $1  fuel  tax? 

OtM  cost  recovery  could  dismantle  the  waterways  system.     In  1989,  the  27 
principcil  sheillow- draft  waterway  segments  carried  497.8  million  tons  of  com- 
merce.   Or,  considering  the  distance  which  the  freight  was  towed,  this  amounted 
to  250.6  billion  ton-miles.     Almost  88  percent  of  this  traffic  moved  on  just 
three  waterways:     the  Mississippi,  Ohio  and  Gulf  Intracoast2d  Waterway.    If 
barge  tows  operating  on  these  waterways  were  required  to  pay  the  proposed  $1 
fuel  tax,  it  would  "subsidize"  numerous  lower-volume  channels.     This  sets  up 
a  situation  which  would  be  ripe  for  closing  down  tributaries  and  developing 
waterways.    But  if  they  were  shut  down,  the  entire  system  would  suffer. 

The  Federal-private  sector  partnership  would  be  ended.    Since  1824,  the 
Federal  government  has  improved  rivers  and  harbors  for  the  public  good.     Such 
investments  are  credited  with  reducing  freight  rates,  since  waterways  are  "pub- 
lic ways"  and  tough  competition  among  bargelines  has  lowered  transportation 
costs.     While  the  Federal  government  has  provided  in-channel  improvements,  non- 
Federeil  interests  have  invested  many  billions  in  landside  terminals,  elevators, 
docks  and  other  facilities.    This  public-private  investment  pays  significant 
dividends,  which  is  now  in  jeopardy  because  of  the  pending  $1  fuel  tax. 

Multi-purpose  water  resource  development  would  suffer.    Barge  navigation  is 
frequently  a  beneficiary  of  river  programs  undertaken  for  a  variety  of  public 
purposes:     flood  protection,  hydropower,  water  supply,  bank  stabilization, 
etc.    If  navigation  were  halted,  much  of  the  maintenance  outlays  would  con- 
tinue.   For  instance,  the  entire  Lower  Mississippi  is  funded  as  flood  protec- 
tion, with  25  percent  of  the  cost  arbitrarily  allocated  to  navigation.     Dams 
are  often  installed  for  purposes  other  than  navigation,  such  as  for  generating 
hydropower,  providing  flood  control  or  preventing  saltwater  intrusion.     In 
short,  navigation  is  part  of  comprehensive  water  resources  management. 
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APPENDIX  B 

IMPACT  OF  A  NEW  $1  WATERWAY  FUEL  TAX  ON  AGRICULTURE 

Of  all  the  commodities  shipped  on  America's  inland  waterways,  food,  fiber  and  fertilizer 
account  for  40  percent  of  all  ton  miles.  More  than  half  of  all  U.S.  export  grain  goes  to  deepwater 
port  by  barge.  In  1989,  com  movements  alone  (1.28  billion  bushels)  nearly  equaled  the  entire  com 
production  of  the  states  of  Kansas,  Ohio,  Indiana  and  Michigan.  Wheat  movements  (514.5  million 
bushels)  exceeded  the  entire  production  of  wheat  in  Kansas,  Missouri,  Nebraska,  Iowa  and  Indiana. 
Q)st-efficient  river  transportation  providing  access  to  distant  markets  is  a  vital  component  of 
interior  agricultural  economies.  A  new  $l-per-gallon  fuel  tax  must  be  rejected. 

The  proposed  additional  $1  tax  on  barge  fuel  —  on  top  of  the  20-cent-per-gallon  tax 
scheduled  to  be  fully  phased  in  by  1995  and  the  proposed  BTU  tax  which  will  add  another  10 
cents  a  gallon  or  more  to  the  cost  of  fuel  —  therefore  is  a  disastrous  imposition  on  the  Nation's 
agricultural  economy.  These  increases  will  add  at  least  40  to  50  percent  to  freight  rates  and  could 
eliminate  an  important  advantage  in  world  competitiveness.  For  export  grain,  higher  fuel  taxes 
amount  to  a  "trade  tax"  bound  to  hurt  the  U.S.  position  in  international  trade,  and  prove  a  disaster 
for  many  farmers  who  can't  pass  on  the  increase  to  foreign  buyers.  More  specifically: 

Water  transport  costs  will  skyrocket  Although  the  fuel  tax  impact  on  farm  economies  will 
vary  widely  depending  on  the  shipping  distance,  a  USDA  study  estimates  that  a  user  tax  of  $1  a 
gallon  will  add  an  average  of  12.5  cents  per  bushel  to  the  cost  of  moving  grain  by  barge  to  deep- 
water  ports.  For  many  producers,  the  impact  is  even  more  dramatic.  Under  an  additional  $1  tax, 
the  per-ton  fuel  cost  of  grain  shipped  to  Gulf  ports  from  Pekin,  IL,  would  rise  from  the  current 
$1.71  to  $3.99  in  1997;  from  Dubuque,  LA,  from  $2.35  to  $5.47;  and  from  St.  Paul,  MN,  from 
$3.13  to  $7.33. 
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Farmers  will  absorb  higher  rates.  The  price  of  grain  is  set  in  (he  world  marketplace  based 
on  supply  and  demand.  Thus  the  increased  costs  of  the  inland  waterways  fuel  tax  —  estimated  at 
10  to  18  cents  per  bushel  or  at  least  $5  per  ton  for  Farm  Belt  grains  headed  for  the  Gulf  of 
Mexico  —  cannot  be  passed  on  to  foreign  buyers.  Grain  companies  can't  be  expected  to  absorb 
such  an  increase  at  a  time  when  a  fraction  of  a  cent  per  bushel  can  determine  their  competitive 
position  against  grain  from  Europe,  South  America,  Australia,  Canada  and  elsewhere.  Neither  can 
barge  companies,  who  now  receive  only  about  $4.80  per  ton  for  the  haul.  Therefore,  increased 
costs  of  transporting  grain  will  be  borne  largely  by  U.S  farmers. 

Farm  production  costs  will  rise.  Although  farm  production  essentials  may  reach  local 
suppliers  by  truck  or  rail,  raw  materials  required  to  produce  insecticides,  herbicides  and  other 
chemicals;  tractor  fuels,  heating  fuel,  lubricants  and  other  petroleum  products;  and  of  course, 
fertilizer,  likely  travel  by  waterway  during  the  continuum  of  transportation  linkages.  Higher  barge 
fuel  taxes  thus  would  have  a  multiplier  effect,  resulting  in  ever-escalating  costs  of  producing  the 
final  product.  Also,  smaller  refmers  and  cooperatives  who  cannot  afford  to  build  pipelines,  and 
who  keep  prices  down  in  rural  areas,  especially  rely  on  the  availability  and  cost  efficiency  of  river 
transport. 

Federal  farm  aid  outlays  will  increase.  Decreased  farm  prices  mean  more  demands  on 
USDA  transfer  payment  and  loan  programs.  Based  on  current  production  patterns,  each  1-cent 
decrease  in  the  price  farmers  receive  for  a  bushel  of  export  com  would  increase  USDA  deficiency 
payments  by  more  than  $30  million,  for  example,  and  the  USDA  must  brace  for  significantly 
increased  use  of  Federal  loans  to  help  strapped  farmers.  In  fact,  USDA  outpayments  and  loans 
alone  as  a  result  of  the  fuel  tax  could  be  significantly  higher  than  revenue  derived  from  the  new 
high-level  waterway  fuel  tax. 
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APPENDIX  r 

IMPACT  OF  A  NEW  $1  FUEL  TAX  ON  COAL  AND  RELATED  INDUSTRY 

Without  the  economical  availability  of  inland  water  transportation,  coal  would  lose  much  of 
its  appeal  to  domestic  industry  and  electric  utilities  as  well  as  its  competitive  price  on  the  world 
market.  Coal  accounted  for  more  than  one-third  of  all  inland  waterway  tonnage  in  1990  and 
showed  a  one-quarter  increase  over  1985. 

The  proposed  $1  additional  tax  on  barge  fuel  —  on  top  of  the  20-cent-per-gallon  tax 
scheduled  to  be  fully  phased  in  by  1995  and  the  proposed  BTU  tax  which  will  add  another  10 
cents  a  gallon  or  more  to  the  cost  of  fuel  —  must  be  rejected.  Not  only  will  it  be  a  disastrous 
imposition  on  the  Nation's  coal  region  and  coal  economies,  it  will  also  set  off  unintended 
reverberations  throughout  the  national  economy,  adversely  affecting  river  valley  industries, 
electricity  consumers  and  the  Nation's  trade  balance. 

Shipping  costs  will  skyrocket  Fuel  is  a  larger  component  of  barge  transport  costs  than  for 
other  transportation  modes.  Barge  fuel  now  costs  approximately  $0.77  a  gallon,  including  the 
current  fuel  tax.  When  the  additional  $1  tax  is  fully  imposed  in  1997,  the  fuel  cost  would  rise  to 
$1.80  a  gallon.  The  fuel  cost  ainne  would  exceed  the  current  rate  for  moving  West  Virginia  export 
coal  to  the  Gulf.  The  fuel  cost  for  coal  exported  from  the  Ohio  Valley,  now  $3.29  per  ton  from 
the  Kanawha  River  to  the  Gulf  of  Mexico,  would  rise  to  $7.70  per  ton.  Even  fuel  cost  for 
relatively  short  hauls  for  domestic  users,  such  as  iron  and  steel  industries,  would  rise  dramatically 
—  from  $1.18  per  ton  to  $2.77  per  ton  for  hauls  from  Big  Sandy  to  Pittsburgh,  for  example,  and 
from  $0.74  per  ton  to  $1.74  to  Cincinnati. 

Overseas  markets  will  be  killed  off.  At  a  time  when  competition  from  other  countries  is 
especially  aggressive,  and  newer  coal  producers  such  as  Indonesia  are  entering  world  markets  with 
inherent  cost  advantages,  proposed  advances  in  barge  rates  would  be  of  a  magnitude  likely  to  kill 
off  most  overseas  markets.  Some  export  coal  now  moving  to  the  Gulf  Coast  by  barge  might  shift 
to  rail  destined  to  East  Coast  ports,  leaving  Lower  Mississippi  River  and  Gulf  Coast  transfer 
points  unused.  Multimillion-dollar  coal  handling  facilities  primarily  developed  by  private  sector 
investments,  would  produce  no  returns. 

Electricity  generation  costs  will  rise.  Eighty  percent  of  barged  coal  goes  to  electric  utilities, 
and  half  the  Nation's  electricity  comes  from  coal.  Just  one  electric  utility,  the  Southern  Company, 
estimates  that  the  $1  tax  will  raise  its  annual  coal  bill  by  almost  $21  million.  For  electric  utilities, 
adjusting  to  higher  coal  prices  will  be  more  complex  than  merely  passing  on  the  increase  to 
consumers.  Utilities  must,  for  the  long  term,  consider  the  feasibility  of  switching  to  alternative 
generating  fuels.  Then,  as  well,  construction  and  other  costs  would  be  passed  on  to  consumers. 
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Industry  production  costs  will  rise.  Inland  waterway  development,  especially  the  naviga- 
tional component,  since  World  War  D  has  stimulated  economic  growth  in  depressed  regions  such 
as  Appalachia  and  the  Ozarks.  High-level  fuel  taxes  will  slow  the  expansion  of  coal-consuming 
industries  which  are  situated  in  market-distant  river  valleys  because  of  the  availability  of 
economical  water  transportation.  Even  now,  transportation  charges  account  for  nearly  half  of  coal's 
delivered  value.  Moreover,  archetypal  coal-consuming  iron  and  steel  makers  especially  will  suffer  a 
multiplier  effect  of  higher  costs  during  a  continuum  of  river  transportation  linkages  (e.g.,  coal 
barged  to  coke  making  facilities,  coke  and  scrap  barged  to  mill,  and  finished  product  barged  to 
markets). 
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APPENDIX   D 


THE   INLAND   WATERWAYS  ANSWER  THE   CHARGE   OF   SUBSIDY 


The  charge  of  subsidy  to  the  bcirge  industry  is  used  tx>  justify 
the  full  recovery  of  Federcd  navigation  investments  through  taxes  on 
the  barge  and  towing  industry,  such  as  the  pending  $l-per-gallon  fuel 
tax.     The  25,000-mile  inland  waterway  system  was  not  developed,  how- 
ever, to  benefit  the  barge  industry.    The  primary  motivation  was 
regional  and  national  economic  development.     Rarely  if  ever  have 
barge  firms  testified  or  lobbied  in  support  of  new  navigation  sys- 
tems.    Almost  without  exception,  they  have  been  pushed  by  Governors 
and  economic  development  interests  as  a  means  of  enticing  industry  to 
locate  in  their  states  and  of  providing  the  products  of  their  mines, 
mills  and  farms  with  economical  access  to  markets.     Thus,  navigation 
programs  have  been  viewed  as  cataylsts  in  generating  jobs  and 
incomes,  expanding  the  local  tax  base,  and  contributing  to  a  higher 
standard  of  living. 

In  its  wisdom.  Congress  made  sure  that  entire  regions  would 
share  in  the  benefits  of  economical  water  transportation.     It  guaran- 
teed that  the  cost  savings  afforded  by  its  navigation  investments 
would  be  passed  on  to  shippers  and  receivers  and  ultimately  to  con- 
sumers.    This  objective  was  achieved  by  providing  almost  unlimited 
access  to  the  water  transportation  channels,  setting  off  fierce 
competition  among  bargelines.     This  competition  ensured  that  towing 
companies  did  not  reap  windfall  profits.     Moreover,  the  competition 
serves  to  restrain  barge  rates,  and  the  savings  in  transportation 
costs  are  widely  diffused  throughout  the  regional  economy. 

Since  World  War  II,  the  Federed  government  has  invested  approx- 
imately SIO  billion  in  navigation  programs.     These  investments  were 
not  made  to  benefit  barge  companies.     Most  water  development  has  been 
for  multiple  public  purposes,  including  such  objectives  as  flood 
protection,  water  supply,  hydropower,  irrigation,  water  recreation, 
etc.     Even  if  navigation  were  terminated,  a  large  percentage  of  the 
Army  Corps  of  Engineers'  maintenance  costs  on  many  waterways  would 
continue.    Without  these  programs,  entire  regions  would  suffer  from 
devastating  floods,  lack  of  adequate  water  supplies  for  municipal  and 
industrial  use,  electric  power  shortages,  loss  of  water  recreation 
opportunities,  fish  and  wildlife  depletion,  etc. 

Federal  navigation  expenditures  benefit  broad  reaches  of  the 
Nation.    Not  one  penny  of  Army  Corps  of  Engineers'  outlays  goes  to 
barge  and  towing  compaiues;  it  all  goes  for  infrastructure  providing 
a  "public  way"  serving  interior  river  valleys  and  coastal  areas. 
Even  then,  these  investments  faU  far  short  of  creating  a  water 
transportation  system.     Billions  of  dollars  of  state  and  local  funds 
as  well  as  private  capital  are  required  to  make  the  navigation  system 
operationcil:     docks,  wharves,  elevators,  warehouses,  access  roads, 
police  and  fire  protection,  etc.     In  the  Arkansas  Valley,  for  exam- 
ple, the  Federal  government  spent  about  $1.3  billion  to  construct  the 
McClellan-Kerr  Arkansas  River  Navigation  System  but  private  firms 
attracted  by  the  availability  of  low-cost  water  transportation  have 
invested  more  than  $3  billion  in  riverside  facilities,  providing  at 
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least  52,000  jobs.  Non-Federal  entities  have  provided  millions  more 
for  port  facilities,  connecting  roads  and  interchanges,  and  support 
services. 

Unlike  any  other  Federal  program,  water  resources  projects  are 
subject  to  strict  benefit/cost  analysis  and  only  those  programs  whose 
public  benefits  substantially  oxcced  their  public  costs  are  then  con- 
sidered for  funding.     Public  costs  include  estimated  operation  and 
maintenance  costs  over  the  economic  life  of  the  project,  and  benefits 
are  discounted  to  present-day  values.     These  atre  "public  benefits" 
accruing  to  the  national  economic  development  account  —  and  they 
certainly  are  not  a  measure  of  financial  gain  to  be  realized  by  the 
barge  industry.    Barges,  in  fact,  perform  an  intermediary  service  in 
moving  the  products  of  mines,  mills  and  farms,  but  the  full  recovery 
of  FederzLl  infrastructure  investments  would  jeopardize  much  if  not 
most  of  this  traffic. 

The  Federeil  government  subsidizes  each  of  the  various  transpor- 
tation modes  in  many  different  ways.    Trucks  use  many  highways  and 
city  streets  on  which  public  entities  annually  spend  billions  of  dol- 
lars which  are  not  recovered  through  user  fees.    Railroads  are  the 
beneficiaries  of  such  Feder2Ll  programs  bls  grade  crossings  and  pension 
fund  bailouts,  and  when  Conrail  was  sold  in  the  mid-1980s  some  $7 
billion  in  Federal  loans  were  written  off.     Waterway  subsidies  come 
entirely  in  the  form  of  infrastructure  improvements  which  provide 
access  to  interior  river  veUleys,  which  otherwise  would  be  without 
the  freight  rate  restraint  provided  by  barge  service. 
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Mr.  Gibbons.  Now  Mr.  Lucas. 

STATEMENT  OF  J.  STEPHEN  LUCAS,  DIRECTOR,  LOGISTICS 
AND  OPERATIONS,  LOUIS  DREYFUS  CORP.,  WILTON,  CT,  ON 
BEHALF  OF  THE  NATIONAL  GRAIN  &  FEED  ASSOCIATION 

Mr.  Lucas.  Thank  you,  Mr.  Chairman.  I  am  Steve  Lucas,  direc- 
tor of  operations  and  logistics  for  Louis  Drej^us  Corp.  of  Wilton, 
Conn.  I  am  a  member  of  the  inland  waterway  user  board  which  is 
a  Federal  advisory  committee  charged  with  recommending  the  pri- 
orities of  navigation  projects  to  both  the  President  and  the  Con- 
gress. I  am  also  the  chairman  of  the  waterbome  commerce  commit- 
tee for  the  National  Grain  &  Feed  Association. 

The  National  Grain  &  Feed  Association  is  a  trade  association 
representing  1,200  firms,  5,000  facilities,  and  State  affiliated  orga- 
nizations with  more  than  10,000  members  nationwide.  I  want  to 
thank  you  for  this  opportunity  to  appear  here  today  and  share  with 
you  the  concerns  that  the  agricultural  sector  of  this  economy  have 
about  the  proposed  dollar  a  gallon  fuel  tax. 

Now,  in  my  written  remarks  we  have  many  reasons  why  one 
should  be  in  opposition  to  this.  Given  that  I  am  in  the  unenviable 
position  of  bringing  up  the  rear  today,  I  would  like  to  share  just 
a  couple  of  those  with  you.  First,  we  believe  that  the  dollar  a  gallon 
tax  increase  would  significantly  decrease  farm  income.  Unfortu- 
nately, as  my  colleague  from  the  port  of  Duluth  pointed  out  this 
is  a  terribly  competitive  business.  We  cannot  pass  those  kinds  of 
costs  on  to  the  foreign  customer  because  we  have  to  compete  in  a 
worldwide  market  with  the  South  Americans,  the  Europeans,  the 
Far  East. 

The  grain  companies  and  the  barge  companies  of  this  country 
cannot  absorb  this  kind  of  an  increase  because  the  $820  million 
projected  to  be  raised  over  4  years  is  probably  more  than  the  gross 
margins  of  all  of  the  grain  export  companies  and  barge  companies 
put  together.  That  only  leaves  one  person  in  the  chain  to  absorb 
this  cost,  and  that  is  the  producer,  the  farmers  in  America.  I  be- 
lieve that  is  also  true  for  the  coal  mine  operators  in  America,  too, 
that  those  costs  cannot  be  passed  albng  to  consumers.  Therefore, 
we  are  going  to  see  barge  lines  and  e^xport  companies  passing  the 
tax  producers,  and  gross  farm  income  will  decline.  The  National 
Grain  &  Feed  Association  estimates  that  farm  income  could  de- 
cline, in  just  those  States  that  touch  on  the  major  rivers,  by  as 
much  as  $431  million  annually. 

Second,  Mr.  Chairman,  this  proposal,  as  Mr.  Farrell  has  related 
already  a  little  bit,  appears  to  be  put  together  in  haste,  and  on  the 
basis  of  faulty  economic  theory.  This  proposal  for  a  dollar  a  gallon 
increase  in  the  fuel  tax  is  estimated  to  raise  some  $460  million  in 
the  fourth  year  of  implementation.  That  estimate  assumes  that  as 
we  increase  fuel  taxes  from  the  present  17  cents  per  gallon  to  $1.19 
in  the  last  year,  the  traffic  will  remain  the  same  on  the  inland  riv- 
ers, that  it  won't  be  diverted  to  the  rails,  to  the  trucks.  I  believe 
it  is  faulty  elementary  economic  theory  to  say  that  as  the  price  of 
things  go  up,  demand  stays  the  same.  I  don't  believe  that  is  true 
and  I  don't  believe  Congress  has  repealed  that  law  of  economics 
yet. 

Third,  we  are  also  concerned  about  this  dollar  a  gallon  tax. 
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Mr.  Gibbons.  We  would  if  we  could,  but  we  can't. 

Mr.  Lucas.  I  understand  that,  Mr.  Chairman.  We  are  also  con- 
cerned about  this  $1  a  gallon  tax  increase,  Mr.  Chairman,  as  erod- 
ing our  competitive  advantage,  especially  in  corn  and  other  feed 
grains.  We  are  very  concerned  about  that  leading  us  down  the  path 
to  giving  up  our  advantage,  to  losing  market  share  in  the  agricul- 
tural sector  which  gives  a  big  impetus  to  the  balance  of  payments 
in  this  country. 

Our  idea,  Mr.  Chairman,  is  that  we  are  doing  our  share  to  bal- 
ance those  payments  with  foreign  countries.  We  are  trying  to  make 
our  system  as  efficient  as  we  can,  both  production  and  transpor- 
tation. The  $1  a  gallon  tax  increase  will  take  money  out  of  the 
farmers  pocket  from  his  sales  proceeds  and  by  increasing  the  cost 
of  his  inputs,  such  as  fertilizer,  which  move  by  barge.  This  tax  will 
eventually  erode  the  farm  economy  to  the  great  detriment  of  this 
country. 

Mr.  Chairman,  I  appreciate  your  attention.  I  would  be  happy  to 
answer  any  questions. 

[The  prepare  statement  follows:] 
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TESTIMONY  BY 

J.  STEPHEN  LUCAS 

BEFORE  THE  COMMITTEE  ON  WAYS  AND  MEANS 

UNITED  STATES  HOUSE  OF  REPRESENTATIVES 

MARCH  17,  1993 

Mr.  Chairman  and  members  of  the  committee: 

First,  I  want  to  express  my  thanks  to  the  committee  for  inviting  the  National 
Grain  and  Feed  Association  to  testify  on  an  issue  of  vital  importance  to  the 
agricultural  sector  of  the  economy. 

I  am  Steve  Lucas,  Director  of  Logistics  and  Operations  for  Louis  Dreyfus 
Corporation  of  Wilton,  Connecticut.  I  am  a  member  of  the  Inland  Waterway 
Users  Board,  a  federal  advisory  committee  which  is  charged  with  recommending 
priorities  of  navigation  projects  to  the  President  and  the  Congress.  Also,  I  am  the 
chairman  of  the  Waterborne  Commerce  Committee  of  the  National  Grain  and  Feed 
Association. 

The  National  Grain  and  Feed  Association  (NGFA)  is  the  national 
nonprofit  trade  association  of  1 ,200  grain,  feed  and  processing  firms  comprising 
5,000  facilities  that  store,  handle,  merchandise,  mill,  process  and  export  more  than 
two-thirds  of  all  U.S.  grains  and  oilseeds  utilized  in  domestic  and  export  markets. 
The  NGFA  also  consists  of  forty  affiliated  state  and  regional  grain  and  feed 
associations  whose  members  include  more  than  10,000  grain  and  feed  companies 
nationwide.    NGFA  is  the  nations  largest  agribusiness  organization. 

I  am  appearing  before  you  today  to  urge  you  to  oppose  the  proposed  $1  per 
gallon  tax  increase  on  diesel  fuel  used  by  commercial  towing  companies  on  the 
inland  waterways. 

NGFA's  and  my  company's  opposition  to  this  five-fold  tax  increase  is  based 
on  the  following  five  reasons: 

First,  the  $1  per  gallon  tax  increase  vyould  lead  to  significantly  decreased 
farm  income.  In  1991,  sixty-five  percent  of  all  U.S.  grain  exports,  a  total  of 
sixty-three  million  tons  with  a  total  value  of  $10  -  15  billion,  moved  on  the  inland 
waterways.  The  price  of  these  grains  and  oilseeds  is  determined  by  worldwide 
supply  and  demand  in  a  global  marketplace  where  U.S.  farmers  must  compete  with 
the  production  of  farmers  in  Europe,  South  America,  and  the  far  East.  It  is  very 
unlikely  that  this  proposed  increase  in  transportation  costs'  could  be  passed  on  to 


'  "Transportation  is  a  key  element  in  the  maiiceting  system  of  bulk  agricultural  commodities. 
...  Since  most  grain  shipped  by  barge  is  destined  for  an  export  point,  the  cost  of  barge 
transportation  is  a  key  issue  in  the  total  cost  of  marketing  export  grain.     This  cost  is 
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foreign  buyers  who  have  a  large  choice  of  alternative  suppliers. 

Additionally,  merchandising  margins  in  the  grain  and  feed  industry  are 
extremely  thin  as  are  the  operating  margins  of  most  barge  carriers.  A  tax  increase 
of  this  magnitude  is  larger  than  the  combined  margins  of  both  the  export  grain  and 
barge  industries.  Thus,  it  is  inconceivable  that  this  increase  could  be  absorbed  by 
these  industries. 

The  only  segment  of  the  industry  remaining  to  absorb  this  tax  increase  is  the 
producer  himself.  A  1985  study  by  the  Department  of  Agriculture^  showed  that 
fully  seventy  percent  of  a  five  cent  per  bushel  fuel  tax  would  be  borne  by  the  U.S. 
farmer.  With  another  $1  per  gallon  in  taxes,  I  believe  that  this  percentage  will 
increase  to  the  85  to  95  percent  level.  The  National  Grain  and  Feed  Association 
estimates  that  this  tax  will  cause  declines  in  annual  farm  income  of  up  to  $431 
million  per  year,  just  in  those  states  which  are  directly  adjacent  to  the  waterways. 

Second,  the  $1  per  gallon  tax  mcrease  is  applied  unfairly  to  only  one 
segment  of  inland  waterway  users.  Barge  navigation  is  only  one  of  many 
beneficiaries  of  inland  river  operations.  Many  programs  are  undertaken  for  a 
variety  of  public  purposes,  i.e.  flood  reduction,  hydropower,  water  supply,  and 
bank  stabilization.  In  the  absence  of  all  commercial  navigation,  costs  for  these 
other  purposes  would  continue,  but  the  commercial  navigation  interests  are  now 
being  asked  to  pay  for  all  of  these  costs.  By  way  of  analogy,  this  would  be  akin 
to  asking  the  commercial  trucking  industry  to  pay  for  all  of  the  operations  and 
maintenance  of  the  interstate  highway  system. 

Third,  the  projected  revenues  derived  from  the  $1  per  gallon  tax  are  based 
on  faulty  economic  theory.  The  present  proposal  estimates  revenues  in  1997  from 
this  tax  to  be  $460  million.  However,  this  estimate  is  based  on  traffic  volume 
remaining  constant  or  even  increasing  slightly  in  the  face  of  a  five-fold  increase 
in  operating  costs. 

As  farm  income  decreases  due  to  this  tax  and  the  cost  of  production 
increases  due  to  higher  transportation  costs  of  inputs  such  as  fertilizer,  overall 
farm  production  and  U.S.  exports  will  decline.  In  fact,  the  USDA  study  quoted 
earlier  estimated  that  a  five  cent  per  bushel  tax  would  cause  a  decrease  in  U.S. 
grain  exports  of  365,000  tons.  With  the  $1  per  gallon  increase,  exports  could  fall 
more  than  twice  that  amount.  Thus,  as  the  volume  of  export  grain  declines,  the 
revenues  from  this  tax  would  also  decline  to  levels  far  below  the  projected  $460 
million. 

In  addition,  there  is  good  reason  to  believe  the  true  net  revenue  increase  that 


especially  important  with  the  increased  competition  from  several  grain  exporting  countries. 

Increased  operating  costs  for  barge  operators  may  be  reflected  in  higher  transportation  rates  and 
reduced  bids  to  producers  by  river  elevators  [emphasis  added]."  Patricia  Miller  &  Lowell  D. 
Hill,  ORGANIZATION  AND  STRUCTURE  OF  THE  BARGE  INDUSTRY  TRANSPORTING 
GRAIN  ANT)  nn-«>FFr)<;,  Department  of  Agricultural  Economics,  Agricultural  Experiment 
Station,  College  of  Agriculture,  University  of  Illinois  at  Urbana-Champaign  (May  1986). 

'  Theresa  Sun  &  Lester  Myers,  A  WATERWAY  TAX  ON  GRAINS:  A  FUNCTIONAL 
MARKET  ANALYSIS.  United  States  Depaitment  of  Agriculture,  Economic  Research  Service, 
Technical  Bulletin  Number  1705  (July  1985). 
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would  be  realized  by  government  has  been  vastly  overstated.  Given  the  proximity 
of  the  corn  belt  region  to  the  river  system,  we  would  expect  midwestem  com 
prices  to  be  depressed  in  a  range  of  four  to  eight  cents  per  bushel,  depending  on 
location.  If  we  assume  an  average  decline  of  five  cents  per  bushel,  revenue  gains 
from  this  tax  would  be  offset  by  increased  federal  deficiency  payments  under 
current  government  farm  programs. 

Based  upon  USDA's  own  Final  Regulatory  Impact  Analysis.  November  16. 
1992.  a  five  cent  per  bushel  decline  in  com  price  would  cause  additional 
govemment  costs  in  a  range  of  $300  to  $500  million.  This  impact  is  for  com  and 
feed  grains  alone.  The  added  program  cost  to  the  federal  govemment  due  to  lower 
wheat  and  soybean  prices  would  be  in  addition  to  this  cost.  Thus,  even  with 
conservative  assumptions  about  the  farm  price  impact  of  the  tax,  we  believe  a 
more  careful  assessment  of  the  full  impacts  of  this  tax  would  demonstrate  that  the 
federal  government  would  actually  lose  revenue  rather  than  gain  it  with  this 
proposal. 

Fourth,  the  $1  per  gallon  tax  increase  will  divert  traffic  from  the  inland 
waterways  to  other  modes  of  transportation  with  significant  environmental  impacts. 
Barge  transportation  on  the  inland  waterways  is  the  most  environmentally  friendly 
mode,  using  less  fuel  per  ton-mile,  creating  less  air  and  noise  pollution  and  having 
a  superior  safety  record  for  the  movement  of  petroleum  and  hazardous  chemicals. 

In  a  study  conducted  by  the  Minnesota  Department  of  Transportation,  it  was 
found  that  if  waterway  traffic  in  Minnesota,  one  of  the  states  most  affected  by  this 
tax,  was  shifted  to  rail,  fuel  use  would  increase  by  331  percent,  emissions  would 
increase  by  470  percent  and  probable  accidents  would  increase  by  290  percent. 
For  a  shift  from  barge  to  truck,  the  increases  would  be  826  percent,  709  percent, 
and  5,967  percent,  respectively.  Thus,  by  driving  cargo  to  other  less 
environmentally  friendly  modes  of  transportation,  this  tax  poses  significant 
environmental  risks  for  all  Americans,  not  just  those  concemed  with  commercial 
navigation  on  the  inland  waterways. 

Fifth,  as  a  final  point,  we  are  extremely  concemed  about  how  such  a  heavy 
tax  will  affect  U.S.  cost  competitiveness  with  our  major  competitors.  The  attached 
table  reports  data  from  a  recent  Purdue  University  study  that  indicates  the  U.S.  has 
four  major  competitors  in  com  production  whose  average  cost  of  production  is  $3 
per  ton  less  than  U.S.  However,  the  high  level  of  efficiency  in  the  U.S.  marketing 
system  gives  the  U.S.  farmer  a  $9  per  ton  advantage  in  delivering  com  to  world 
customers.  Looking  at  total  delivered  cost,  the  U.S.  farmer  has  a  slight  advantage 
of  $6  per  ton  over  major  competitors.  This  heavy  taxation  of  waterways,  would 
effectively  add  about  $3  per  ton  to  the  delivered  price.  Thus,  with  this  one  action, 
the  U.S.  govemment  would  be  eroding  50  percent  of  our  competitive  advantage 
that  we  currently  have  in  the  production  and  delivery  of  com  to  world  markets. 
Most  experts  agree  that  the  U.S.  has  its  greatest  comparative  advantage  in  the 
production  and  marketing  of  com,  with  even  stiffer  world  competition  in  the 
production  and  delivery  of  soybeans  and  other  grains,  so  the  percentage  loss  in  our 
competitive  position  for  other  sectors  would  be  even  greater.  If  agriculture  is  to 
be  given  a  legitimate  opportunity  to  grow  and  expand  its  share  of  world  markets, 
we  must  protect  our  natural  competitive  advantages  and  efficiencies  in  the 
transportation  infrastructure. 
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However,  the  grain  and  feed  industry  also  recognizes  the  need  for  ail 
Americans  to  share  in  the  process  of  reducing  the  federal  deficit.  To  that  end  we 
would  like  to  make  the  following  suggestions  in  order  to  reduce  spending  and/or 
increase  revenues  from  the  inland  waterway  sector: 

First,  the  Congress  should  look  to  implement  a  meaningful  reorganization 
of  the  Corps  of  Engineers  structure.  The  Corps  itself  has  already  put  forth  a  plan 
to  reorganize  which  would  lower  its  overhead  by  an  estimated  $115  million  per 
year.  Although  this  plan  has  been  put  on  hold  pending  further  review,  we  believe 
that  even  further  savings  could  be  found  by  efficient  reorganization  of  the  Corps 
of  Engineers  manpower  and  resources. 

Second,  along  with  any  reduction  in  the  overhead  of  the  Corps  of  Engineers, 
the  Congress  must  look  to  reduce  Corps  of  Engineers  spending  on  navigation 
operation  and  maintenance.  Through  careful  review  of  projects  and  procedures, 
it  would  be  possible  to  reduce  the  Corps  operation  and  maintenance  spending  by 
$35  -  40  million  per  year. 

Third,  spreading  the  tax  burden  of  operating  and  maintaining  the  inland 
waterways  to  other  beneficiaries  of  the  system  would  bring  in  additional  revenue. 
It  would  seem  more  than  equitable  that  users  of  the  inland  waterways  other  than 
the  commercial  towing  industry  should  also  contribute  to  the  maintenance  and 
operation  of  a  system  which  provides  many  recreational,  hydropower  and  water 
supply  programs.  Such  revenue  increases,  while  small  individually,  could  easily 
total  to  $50  million  per  year. 

Thus,  by  focusing  on  the  three  areas  outlined  above  the  Congress  could 
easily  meet  the  $200  million  a  year  goal  contained  in  "A  Vision  For  Change" 
without  completely  crippling  the  agricultural  sector  of  our  economy  which  is  so 
vital  to  our  country's  balance  of  payments  and  continued  economic  growth. 

Thank  you  again,  Mr.  Chairman.  I  would  be  glad  to  respond  to  any 
questions. 


Production  and  Marketing  Costs  for  Com:  U.S.  and  Major  Competitors" 


Average  Cost  of  Four 

Average  Cost 

Major  Competitors** 

U.S.A. 

Variable 

Production 

$56  per  ton 

$59  per  ton 

Cost 

Average 

Marketing 

$34  per  ton 

$25  per  ton 

Cost 

Total  Delivered 

$90  per  ton 

$84  per  ton 

Cost 

*Data  are  from 

:  Indiana  Aericulture  2000:  A 

Strateeic  Persoective.  Purdue 

University, 

June  1992.    Data  are  based  upon  1986  estimates,  presumed  to  the  most  recent 
comparative   data  available  on  international  competitiveness. 

**Competitor  countries  include:    Argentina,  Brazil,  S.  Africa,  and  Thailand. 
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Mr.  Gibbons.  Well,  I  want  to  thank  each  of  you  very  much  and 
just  observe  I  realize  that  many  of  these  so-called  fees  or  taxes  that 
masquerade  as  fees  are  the  result  of  lip  reading  and  strong  posi- 
tions the  Presidents  took  for  the  last  12  years.  I  have  had  to  en- 
dure the  burden  of  trying  to  meet  the  Presidents'  demand  for  more 
money  and  no  new  taxes,  and  that  is  where  this  tax  disguised  as 
a  fee,  harbor  maintenance  and  everything  else  that  you  all  de- 
scribed here.  Most  of  them  got  all  blown  out  of  proportion,  and  they 
really  make  no  sense. 

I  am  always  impressed  at  the  vitality  of  the  American  producer 
and  the  economy  when  I  realize  what  a  burdensome  tax  collection 
system  we  have  placed  upon  you.  It  is  atrocious.  There  is  a  far  sim- 
pler way  of  raising  money  and  with  less  economic  loss  than  we 
have  now,  so  I  will  direct  your  attention  respectfully,  not  respectful 
of  my  ideas.  I  have  proposed  a  value-added  tax  system  or  business 
activities  tax  or  something  like  that.  I  think  makes  far  more  sense. 
It  would  liberate  Americans  from  250  billion  to  300  billion  dollar's 
worth  of  pointless  paperwork  that  we  do  just  to  collect  the  current 
revenue,  and  you  all  are  the  victims  of  some  of  that,  too,  and  I 
think  just  a  one  point  of  additional  value-added  tax  would  be 
enough  to  offset  all  of  the  taxes  that  you  are  already  paying 
through  these  very  circuitous  routes,  so  take  a  look  at  what  I  have 
done. 

If  you  are  interested,  just  call  my  office.  We  will  be  glad  to  mail 
you  a  copy  of  the  proposal.  I  am  acutely  aware  of  what  you  all  rep- 
resent because,  as  you  know,  I  have  a  very  large  port  in  the  port 
of  Tampa,  and  I  know  how  all  these  things  impact  upon  those  peo- 
ple who  have  to  operate  that  port,  how  it  operates  upon  our  inter- 
national competitiveness.  I  appreciate  what  you  have  had  to  say 
about  that.  So  I  don't  have  any  questions  for  you.  I  hope  that  there 
is  some  way  we  can  finally  make  sense  of  the  tax  burden  and  not 
collect  it  in  the  very  circuitous  manner  in  which  we  do  it,  in  the 
very  clumsy  manner  in  which  we  do  it,  in  the  very  distorting  man- 
ner in  which  we  do  it.  So  we  will  close  these  hearings  on  that 
thought  and  appreciate  your  coming,  your  devoting  your  time  to  it. 

This  concludes  the  hearings  for  today.  We  will  begin  on  March 
23  on  the  next  series  of  hearings.  Thank  you  very  much. 

[Questions  for  the  record  from  Representative  Reynolds  and  a  re- 
sponse from  Mr.  Helberg  follow:] 

Question.  Ms.  Aylward,  and  Mr.  Helberg,  your  written  testimony  argues  vigor- 
ously on  the  issue  of  cargo  diversion,  and  the  impact  it  has  on  Great  Lakes  ports, 
among  others.  As  the  Congressman  whose  district  includes  the  Port  of  Chicago,  this 
issue  concerns  me  a  great  deal. 

Can  you,  Mr.  Helberg,  as  a  representative  for  American  Great  Lakes  Ports,  pro- 
vide me  with  information  as  to  the  level  of  cargo  diversion  for  the  Port  of  Chicago? 
I  would  greatly  appreciate  whatever  information  you  can  provide. 

Answer.  It's  ejdremely  difficult,  if  not  impossible,  to  identify  precisely  just  which 
tax  or  tax  increase  has  the  effect  of  diverting  cargo  from  one  country  to  another. 
Our  written  statement  refers  to  a  recent  U.S.  Maritime  Administration  study  which 
reports  that  more  than  $11  billion  in  U.S.  trade  moved  through  Canadian  ports  in 
1989.  The  Marad  study  also  shows  that  the  Chicago  Customs  District  received  im- 
port cargo  valued  at  $1,358  billion  and  transhipped  export  cargo  valued  at  $44  mil- 
lion via  Canadian  ports.  We  cannot  pinpoint  the  exact  amount  of  this  cargo  lost  by 
the  Port  of  Chicago's  maritime  industry  and  labor  as  a  direct  result  of  U.S.  maritime 
taxation.  In  Chicago's  case,  cargo  also  can  be,  and  often  is,  diverted  away  from  the 
Great  Lakes-St.  Lawrence  Seaway  system  by  either  east-west  transcontinental  rail- 
roads or  by  barge  lines  serving  the  Illinois  and  Mississippi  River  systems.  In  other 
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words,  maritime  taxes  work  against  the  Seaway  system  in  two  ways:  When  they're 
not  diverting  cargo  to  Canada,  they're  also  tending  to  divert  cargo  to  other  modes 
of  transportation.  While  I  cannot  offer  exact  figures,  this  latter  comment  under- 
scores the  point  that  no  new  or  increased  maritime  taxes  should  be  levied  without 
a  thorough  examination  of  the  impact  of  those  taxes  on  existing  trade. 

[Whereupon,  at  12:45  p.m.,  the  committee  adjourned,  to  recon- 
vene at  10  a.m.,  Tuesday,  March  23,  1993.] 
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